


AL 


R 12 


1013 


1028 


1041 
1046 
1049 


1055 
1060 
1067 
1069 
1074 
1076 


1078 
1083 


xix 


P'S 


er 





Practical Cost Accounting 
for Banks 


MARSHALL C. CORNS 


For the first time, a practical book on bank cost accounting, bankers have been 
wanting for years, complete with detailed instructions to enable any banker who is 
cost-conscious to determine the profitableness of his operations and cost of services 
rendered. Use of this book will provide the “facts” for revising Account Analysis 
Methods and Service Charge Schedules. 

With this practical tool of management in concise and simple form at your 
fingertips, it will no longer be necessary to “guess” your costs. Every banker who 
uses this book properly can determine the profit or loss of any department of his 
bank, the actual cost of performing every operation, and providing every service, 
merely by completing the schedules and applying his own income, expense, and 
activity figures to the work papers and exhibits, step by step, according to the 
detailed instructions. 
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§ 11.1. Bank’s obligation to allow overdraft. An overdraft 
arises when a customer of a bank draws from that bank more 
money than is standing to his credit in his account with the bank." 
Overdrafts are said to be in the nature of loans? not made in a 


1. Bank of Jeanerette v. Druilhet 
(1921) 4 La. 505, 89 So. 674, 39 
B. L. J. 1; State v. Jackson (1907) 21 
S. D. 494, 113 N. W. 880; American 
Surety Co. v. First Nat. Bank (D. C., 
W. Va., 1948) 50 F. Supp. 180, mod- 
ified 141 Fed. (2d) 411. 


2. Union Gold Mining Co. v. 
Rocky Mt. Bank (1873) 2 Colo. 248, 
24 B. L. J. 176; Merchants Nat. Bank 


v. Nichols & Shepard Co. (1906) 223 
Ill. 41, 79 N. E. 38, 32 B. L. J. 868; 
Franklin Bank v. Byram (1855) 39 
Me. 489, 63 Am. Dec. 648, 24 B. L. 
J. 9. 

The latter case held, however, that 
an overdraft is not a loan within the 
terms of a statute forbidding a bank 
to make any discount without at least 
two responsible names as principals, 
sureties or indorsers. 


® This article is the tenth of a series to be incorporated in a book on the 


law of negotiable instruments. 
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creditable way, and are sometimes regarded with scant favor by 
the courts.® 

When a check is presented for payment to the drawee or payor 
bank and the drawer’s balance is insufficient to pay the check, the 
proper course in general for the bank to follow is to dishonor the 
check for insufficient funds. Unless contrary to a statute, it is 
entirely optional with the bank to pay a check overdrawing the 
account; the bank is under no obligation to pay an overdraft check.* 
And no such obligation would arise merely by virtue of the fact 
that the bank has previously permitted overdrafts by the same 





depositor.® 


A bank is under no obligation to the holder of a check for 
refusing to pay it where payment would overdraw the depositor’s 


account.® 


Where the deposit is less than the amount of a check, it would 
seem that the bank may, but is not required to, permit the holder 


3. City of Pittsburg v. First Nat. 
Bank (1911) 230 Pa. 176, 79 Atl. 
406, 31 B. L. J. 140. 

All states have “bad check” laws 
which make it a crime under certain 
circumstances to issue a check with- 
out funds. Such statutes vary widely 
in coverage and have been subject 
to substantial legislative tinkering in 
a number of states. This chapter will 
not discuss such statutes but will 
cover rights of parties with respect to 
overdraft checks in civil litigation. 

On the other hand, a few states 
have enacted statutes expressly per- 
mitting a banking practice in the na- 
ture of an overdraft. Arizona, New 
Jersey, New York and Virginia have 
enacted “check loan” laws which per- 
mit a bank to enter into an arrange- 
ment with a customer to pay checks 
up to a certain amount without regard 
to the balance of the depositor’s ac- 
count. 


4. Industrial Trust, Title & Sav. 
Co. v. Weakley (1894) 103 Ala. 458, 
15 So. 854, 11 B. L. J. 215; Troike v. 
Cook Co. Sav. Bank (1906) 127 Ill. 
App. 413; Aurora Nat. Bank v. Dils 
(1897) 18 Ind. App. 319, 48 N. E. 


19, 15 B. L. J. 48; Dolan v. Danbury 
State Bank (1929) 207 Iowa 597, 
223 N. W. 400, 46 B. L. J. 514; C. 
M. Henderson & Co. v. U. S. Nat. 
Bank (1899) 59 Neb. 280, 80 N. W. 
898. 

5. Schoonmaker v. Gilmore (1899) 
84 Ill. App. 17, 81 B. L. J. 140; Or- 
lich v. Rubio Sav. Bank (1949) 240 
Iowa 1074, 38 N. W. (2d) 622, 10 
A. L. R. (2d) 340, 66 B. L. J. 746; 
Canal Bank & Trust Co. v. Denny 
(1931) 172 La. 840, 185 So. 376, 48 
B. L. J. 867; Magness v. Equitable 
Trust Co. (1939) 176 Md. 528, 6 
Atl. (2d) 241, 126 A. L. R. 203, 56 
B. L. J. 556; First Nat. Bank of Mur- 
freesboro v. First Nat. Bank of Nash- 
ville (1913) 127 Tenn. 205, 154 S. 
W. 965, 32 B. L. J. 785. 

See annotation “Rights and duties 
where check is presented to bank 
which exceeds balance on deposit”, 
62 A. L. R. 187. 

6. Brown v. Mutual Trust Co. 
(1920) 267 Pa. 523, 110 Atl. 155, 37 
B. L. J. 493. See also S. R. & P. Im- 
port Co. v. American Union Bank 
(1924) 122 Misc. 798, 204 N. Y. S. 
755, 41 B. L. J. 317. 
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of the check to deposit an amount sufficient to make the check 
good and then pay it.7 Moreover, the bank is under no obligation 
to make partial payment of the check or apply the deposit balance 
to the check® It has been held that a bank may voluntarily pay 
the balance on deposit in partial payment of the overdraft check.® 

Where a bank declines to pay a check because of lack of funds, 
no presumption arises that the check is outstanding for payment 
and the bank is under no duty to reserve from a future deposit 
made by the drawer a sum sufficient to pay the check.’° 


§ 11.2. Validity of agreement to permit overdraft. The courts 
of the various states are not in accord on the question whether a 
bank may enter into a valid agreement with its depositor to pay 
an overdraft check drawn by the latter. Some courts have declined 
to enforce such an agreement on the ground that it is against pub- 
lic policy." On the other hand, such an agreement has been 
upheld by other courts.’* However, even in a state where such 
an agreement might be considered improper, it has been held that 
a bank may impose service charges for special banking services 
rendered from time to time by holding overdraft checks until the 
depositor made covering deposits.4* It should, of course, be noted 





7. See 1 Paton’s Digest, pp. 622 
and 623. The better course would 
appear to be not to permit the holder 
to deposit the deficiency as that act 
would, in effect, reveal to the holder 
the drawer’s balance. The bank is 
clearly under no obligation to permit 
the practice since a check is normally 
not an assignment of the drawer’s 
balance. See N. I. L. $189 and U. C. 
C. §3-409. 

8. Eads v. Commercial Nat. Bank 
of Phoenix (1928) 33 Ariz. 499, 266 
Pac. 14, 62 A. L. R. 183, 45 B. L. J. 
579. Torrance Nat. Bank v. Enesco 
Fed. Credit Union (1955) 134 Cal. 
App. (2d) 316, 285 Pac. (2d) 737. 

There is one contrary holding in a 
lower court to the effect that, where 
the payee offers to take for the check 
the smaller sum on deposit, it is the 
duty of the bank to pay that amount. 
That decision apparently treated the 
check as an assignment of the deposit. 


Bromley v. Commercial Nat. Bank 
(1869) 9 Phila. (Pa.) 522. 

9. Dana v. Third Nat. Bank (1866) 
13 Allen (Mass.) 455, 90 Am. Dec. 
216; Harrington v. First Nat. Bank 
(1899) 85 Ill. App. 212, 30 B. L. J. 
241, 

10. Gilliam v. Merchants Nat. 
Bank (1897) 70 Ill. App. 592, $1 
B. L. J. 141. 

11. Dolan v. Danbury State Bank 
supra note 4; S. R. & P. Import Co. 
v. American Union Bank supra note 
6; Brown v. Mutual Trust Co. supra 
note 6. 

12. Industrial Trust, Title & Sav. 
Co. v. Weakley supra note 4; Union 
Gold Mining Co. v. Rocky Mt. Bank 
supra note 2; Saylors v. State Bank 
(1917) 99 Kan. 515, 100 Kan. 64, 
163 Pac. 454, 34 B. L. J. 875. 

13. Cohen v. Marian (1942) 171 
Pa. Super. 431, 90 Atl. (2d) 873, 69 
B. L. J. 524. 
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that a bank may agree in advance to honor certain checks if made 
for the holder's benefit and with his knowledge since such checks 
are drawn against so-called “special deposits.” Such an agreement 
will be binding even where the deposit has been depleted by a 
set off exercised by the bank; the set off may not be made against 
such a “special deposit.” 


§ 11.3. Who may authorize overdraft. The power to loan the 
money of a bank is vested in its board of directors and it is in their 
discretion to loan the bank’s funds to such persons as they see fit, 
so long as they act in good faith and according to their best 
judgment. 

The cashier, under the general rules governing banking institu- 
tions, is not authorized merely by virtue of his office alone to make 
loans or allow overdrafts. But it has been held to be competent 
for the board of directors to vest such power, with proper limita- 
tions, in the cashier.1* There is, however, some earlier authority 
to the contrary.* It has also been indicated that the president 
of a bank has no inherent power to bind the bank on an agreement 
to pay overdrafts.'? 

In any event, authority granted to a bank cashier to allow over- 
drafts does not warrant his overdrawing his own account with the 
bank. The issuance and certification by the cashier of a check 
overdrawing his account in payment of a note was held void."* 


§ 11.4. Right of bank to recover overdraft from depositor. The 
drawing of a check by a depositor in a sum greater than the amount 
he has on deposit, in itself, implies a promise on the part of the 
depositor to repay to the bank ’® the amount by which the account 
is overdrawn, and the bank may maintain an action against the 


14. See Chapter 10 §10.26. when it received a check of the cash- 

15. Bank of Jeanerette v. Druilhet _ ‘er certified by him in his official capa- 
supra note 1. city. 

16. Minor v. Mechanics Bank As pointed out in §11.12 infra, 
(1898) 1 Pet. (U. S.) 46, 7 L. Ed. there are some state criminal statutes 
47. prohibiting a bank official drawing an 


overdraft on his own account. 
17. First Nat. Bank v. Slaton Inde- 
19. U. C. C. §4- . 
pendent School District (Tex. Civ. C. 86-8 Commas I 


The liability of the drawer to re- 
App., 1933) 58 S. W. (2d) 870. imburse the bank is an implied prom- 


18. Rankin v. Bush (1904) 93 _ ise and no express promise is needed. 





App. Div. 181, 87 N. Y. S. 589. The 
court held that the note holder (an- 
other bank) had a duty of inquiry 


Becker v. Fuller (1917) 99 Misc. 
672, 164 N. Y. S. 495, 34 B. L. J. 
425. 


a tet tee lUCrSlCOfF an tke aolUrklCUefF ate me 0UCUtlUCU Ml lCU eel el mem 
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depositor to recover such amount.”® A bank may also recover the 
amount paid out on checks drawn by a person who had no account 
in the bank, the checks having been paid by the direction of the 
president of the bank, acting without authority.*4 But, while a 
bank may recover from a depositor the amount of his overdraft, 
the fact that a bank pays a check which overdraws the drawer’s 
account, without fraud on the part of the drawer, does not give 
the bank any rights against the property in payment for which the 
check was given. Paying the check is not paying for the property; 
it is merely paying out money on the depositor’s order.*” 


A bank may recover the amount of a depositor’s overdraft, even 
though the payment was made by the bank in the belief that the 
deposit was sufficient for that purpose, and the true status of the 
account might have been ascertained without difficulty by examin- 
ing the books of the bank at the time of the presentment of the 
check.** 

The right of a drawee bank to recover the amount of an over- 
draft from its depositor is not affected by the fact that the check 
was certified by the bank before payment.** And a bank is not 
precluded from recovering the amount of an overdraft of its de- 
positor, by reason of the fact that an officer of the bank has re- 
ceived certain property from the depositor and has promised to 


20. Peoples Nat. Bank v. Rhoades 23. Morris v. First Nat. Bank 


(Del., 1913) 90 Atl. 409, 31 B. L. J. 
452; Cunningham v. Bunker (C. A., 
Fla., 1930) 45 Fed. (2d) 458, 48 
B. L. J. 416; Brackett v. Fulton Nat. 
Bank (1949) 80 Ga. App. 467, 56 
S. E. (2d) 486, 67 B. L. J. 136; 
Bremer Co. Bank v. Mores (1887) 73 
Iowa 289, 34 N. W. 863. 

In Lancaster Bank v. Woodward 
(1852) 18 Pa. 357, 57 Am. Dec. 618, 
it was held improper for a bank to 
pay a check presented over one year 
after its date at a time when the 
drawer had almost no funds in his 
account. The bank was unable to 
recover the amount of the overdraft. 

21. Dowd v. Stephenson (1890) 
105 N. C. 467, 10 S. E. 1101, 31 B. 
L. J. 143. 

22. Kollock v. Emert (1891) 43 
Mo. App. 566, 31 B. L. J. 144. 


(1909) 162 Ala. 301, 50 So. 187, 81 
B. L. J. 142; James River Nat. Bank 
v. Weber (1910) 19 N. D. 702, 124 
N. W. 952. 


The fraudulent act of a bank of- 
ficial in failing to enter overdraft 
checks on the bank’s records will not 
prevent recovery from the depositor 
upon the bank’s failure. Bank of 
Darlington v. Atwood (1930) 225 
Mo. App. 974, 86 S. W. (2d) 429, 
rehearing denied, 47 S. W. (2d) 
1097. 


24. Prowinsky v. Second Nat. 
Bank (App. D. C., 1920) 265 Fed. 
1003, 12 A. L. R. 358, 87 B. L. J. 
698; Title Guarantee & Trust Co. v. 
Emadee Realty Corp. (1930) 1386 
Misc. 328, 240 N. Y. S. 36, 47 B. L. 
J. 333. 
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pay for the property by making a deposit to the depositor’s account, 
which deposit such officer subsequently fails to make. Moreover 
a bank may recover from its depositor the amount of an overdraft 
resulting from the issuance of a check with the amount originally 
left blank, which amount was subsequently filled in contrary to the 
authority given.** This rule appears to stem from the rule that 
a bank paying in good faith a check issued with the amount left 
blank and completed for an unauthorized amount may charge the 
full amount to the drawer’s account.?* 


In some instances a bank has been precluded from recovering 
an overdraft where it appeared that the bank was negligent or had 
acted in bad faith. Thus a Federal Court of Appeals, in a case 
arising under Texas law, denied recovery by a bank of overdrafts 
on a company account drawn by a dishonest local agent of the 
company as a part of a check kiting scheme, where it appeared 
that the bank acquiesced in the continuing conduct of the agent 
for almost a year without notifying the company what was hap- 
pening.** It has also been indicated that a bank may not recover 
on overdrafts from a depositor caused by the fraud of a bank 
official, where the statute of limitations has run, unless the de- 
positor participated in the fraud.*® And the Supreme Court of 
Arkansas has stated that it is a jury question whether a bank should 
recover on a check which it paid eight months after its date on an 
insufficient balance, the payment having been made because of a 
confusion between the account of the depositor and the account 
of another person with a similar name. It further appeared in 
the Arkansas case that the check had been presented shortly after 
issue and payment had been refused for insufficient funds, follow- 
ing which the depositor had issued a stop payment order. The 


25. Bank of Proctorville v. West had been stolen. The court held that 





(1922) 184 N. C. 220, 114 S. E. 178; 
Hull v. Guaranty State Bank (Tex. 
Civ. App., 1921) 231 S. W. 811, 38 
B. L. J. 851 modified 242 S. W. 189. 


26. S. S. Allen Grocery Co. v. Bank 
of Buchanan Co. (1916) 192 Mo. 
App. 476, 182 S. W. 777, 33 B. L. J. 
354 involved stolen checks which had 
been signed in blank by the drawer 
and which were later filled in for an 
amount overdrawing the account of 
the drawer from whom the checks 


payment was proper. 

27. Rancho San Carlos v. Bank of 
Italy (1932) 123 Cal. App. 291, 11 
Pac. (2d) 424, 49 B. L. J. 932. See 
also Chapter 10 §10.18. 


28. Citizens State Bank v. Western 
Union Telegraph Co. (C. A., Tex., 
1949) 172 Fed. (2d) 950, 66 B. L. 
J. 423. 

29. Federal Deposit Ins. Co. v. 
Ciaffoni (1954) 176 Pa. Super. 91, 
107 Atl. (2d) 211, 71 B. L. J. 816. 
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result was that the appellate court reversed a lower court judg- 
ment for the bank and ordered a new trial.*° 

The Uniform Commercial Code, with respect to the right of 
the bank to recover from the depositor on an overdraft, provides: 

“As against its customer, a bank may charge against his ac- 
count any item which is otherwise properly payable from that 
account even though the charge creates an overdraft.”** 

The Code provision appears to be a codification of prior law 
as outlined in the discussion above. 


§ 11.5. Right of bank to apply other deposits. A bank may 
set off a general deposit to the payment of a debt then owing from 
the depositor to the bank. Thus, if a depositor indebted on an 
overdraft makes a subsequent deposit to his credit, the bank is 
entitled to apply the deposit to satisfy the overdraft and to decline 
to pay checks subsequently drawn by the depositor.*? This right 
may also be exercised with respect to the proceeds of commercial 
paper placed with the bank for collection.** 

Where a depositor who has two accounts in the same bank 
overdraws one of them, the bank is entitled to charge the over- 
draft against the other account.** This would be true even where 
the accounts are in different names, so long as both accounts be- 
long to the same depositor.** And it has been held that a bank 
may apply a depositor’s savings account to satisfy an overdraft 


against his checking account.** 


30. Glass v. First Nat. Bank (Ark., 
1960) 331 S. W. (2d) 861, 77 B. L. 
J. 608. 

31. U. C. C. §4-401 (1). 

32. Nichols v. State (1896) 46 
Neb. 715, 65 N. W. 774, 24 B. L. J. 
250. 

If the depositor claims that the 
money deposited is not a general de- 
posit but is a deposit for a special 
purpose, the depositor has the burden 
of showing that the bank was notified 
of the special purpose. First Nat. 
Bank v. City Nat. Bank (1903) 102 
Mo. App. 357, 76 S. W. 489. 

33. Muench v. Valley Nat. Bank 
(1881) 11 Mo. App. 144, 12 B. L. J. 
225. 

34. Hiller v. Bank of Columbia 
(1912) 92 S. C. 74, 79 S. E. 899, 32 


B. L. J. 402; Prosser v. First Nat. 
Bank (Tex. Civ. App., 1911) 184 S. 
W. 781, 28 B. L. J. 498. 

It has, however, been held in South 
Carolina that, where a depositor has 
two accounts, a bank may not refuse 
to pay a check against one account 
on the ground that the other account 
has been overdrawn until the bank 
gives the depositor notice. Simmons 
Hardware Co. v. Bank of Greenwood 
(1894) 41 S. C. 177, 19 S. E. 502, 24 
B. L. J. 26. 

35. Cooper v. Public Nat. Bank 
(1924) 208 App. Div. 430, 203 N. Y. 
S. 642, 41 B. L. J. 316. 

36. Cowen v. Valley Nat. Bank 
(1948) 67 Ariz. 210, 193 Pac. (2d) 
918, 65 B. L. J. 836; Bromberg v. 
Bank of America (1943) 58 Cal. App. 
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The above rule has two qualifications: first, the bank may not 
apply a deposit made for a particular purpose, such as a “special” 
deposit;*7 and second, the bank may not apply a deposit known 
to the bank to belong to a third person. Thus if an agent, executor, 
administrator or trustee has an account indicating his fiduciary 
character, the bank may not apply the account to indebtedness 
arising from overdrafts on the fiduciary’s own individual account.** 
And where the bank has actual knowledge that a part of the funds 
deposited by its customer belong to a third party, such knowledge 
places on the bank the duty of making inquiry as to the real owner- 
ship of the account and the bank must separate the trust funds from 
the funds belonging to the depositor before setting off the deposit 
to pay an overdraft.*® 

On the other hand, it is held in the majority of states that where 
the bank has neither actual knowledge nor notice of facts sufficient 
to put it on inquiry that the account belongs to some other person, 
the bank may make the set off.4° There are, however, some con- 
trary decisions to the effect that the bank may not make the set off 
whether or not it has notice of the rights of others to the funds in 
question.** 


§ 11.6. Who may be held liable on overdraft. An overdraft 
must, in general, be charged against the account of the depositor 
who made it. Thus, it has been held that a bank cannot charge 
an overdraft of a partnership against the individual account of a 
member of the firm, though the member, as such, may be liable 
for the overdraft.*” 





(2d) 1, 185 Pac. (2d) 689, 60 B. L. 
J. 440; Pursifal v. First State Bank 
(1933) 251 Ky. 498, 65 S. W. (2d) 
462, 51 B. L. J. 164. 

37. Gillen v. Wakefield State Bank 
(1929) 246 Mich. 158, 224 N. W. 
761, 46 B. L. J. 501. See also Chap- 
ter 10 §10.26. ' 

38. Central Nat. Bank v. Connecti- 
cut Mut. Life Ins. Co. (1881) 104 
U. S. 554, 26 L. Ed. 693. 

39. Moffatt Grain Co. v. Citizens 
State Bank (Mo. App., 1920), 219 
S. W. 104; Steere v. Stockyards Nat. 
Bank (1923) 118 Tex. 387, 256 S. W. 
586; same case 266 S. W. 531. 

40. Smith v. Des Moines Nat. Bank 


(1899) 107 Iowa 620, 78 N. W. 238, 
16 B. L. J. 286. 

See also annotation “Right of bank 
to apply upon debt deposits made by 
debtor in his own name of funds of a 
third person”, 13 A. L. R. 324, 31 A. 
L. R. 756, 50 A. L. R. 682. 

41. E.g. Cady v. South Omaha 
Nat. Bank (1896) 46 Neb. 756, 65 
N. W. 906. 

42. Adams v. First Nat. Bank 
(1898) 118 N. C. $32, 18 S. E. 518, 
10 B. L. J. 126. 

This should follow from the rule 
that a bank may not normally set off 
a partner’s individual debt against 
the partnership account or vice versa. 
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In a Tennessee case, where it appeared that one of two partners 
notified the bank in which the firm’s account was kept that he 
would not in the future be responsible for any overdrafts by the 
other partner, it was held that the notice was binding on the bank 
and that he could not be held for a subsequent overdraft. He 
was responsible, however, for such portion of the overdraft as was 
paid to him personally, although he was not aware at the time that 
such payment constituted an overdraft. 

But notice, given by a partner of a firm, to a bank in which the 
firm account is kept that he will not be responsible for overdrafts 
of the firm’s account is not available as a defense to an action to 
recover against him for overdrafts of such account, where it ap- 
pears that for more than a year after such notice, the partner, 
without objection, acquiesced in the drawing of overdrafts.“ 

In an Alabama case it appeared that one of the two partners 
was the cashier of the bank which carried the firm account. The 
firm bookkeeper was assistant cashier of the bank. The bank 
cashier member of the firm instructed the bookkeeper to draw 
certain checks on the firm’s account in payment of his own (the 
partner's) personal obligations. These checks overdrew the ac- 
count but the bank paid them. It was held that the bank could 
recover the amount overdrawn from the other partner, though the 
latter had instructed the bookkeeper to draw checks for firm pur- 
poses only.* 

Where an account was opened in the name of a man and his 
wife with money belonging to the wife, she was held liable to the 
bank in which the account was kept for an overdraft made by the 
husband, even though she never drew any checks upon the ac- 
count.*¢ 

One who introduces a customer to a bank does not thereby 
become liable for the customer's fraudulent overdraft. In a Cal- 
ifornia case the plaintiff brought a co-employee, whom he had 
known but a few weeks, to his bank, the defendant, and introduced 
the co-employee to the cashier. An account was opened in the 
joint names of the new customer and the plaintiff. This was done 
for the convenience of the new customer, who was about to leave 


See 3 Paton’s Digest pp. 3392 and 44. Barber v. Emery (1917) 101 

3393. See also B. L. J. Digest §§774 Kan. 314, 167 Pac. 1044. 

and 775. 45. Morris v. First Nat. Bank 
43. Bank of Bellbuckle v. Mason (1909) 162 Ala. 301, 50 So. 137. 

(1918) 189 Tenn. 659, 202 S. W. 46. Popp v. Exchange Bank (1922) 

931, 35 B. L. J. 475. 189 Cal. 296, 208 Pac. 118, 
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on a vacation and said he might wish the plaintiff to make de- 
posits for him during his absence. The new customer deposited 
a worthless check for $872.90 and drew a check for $650 against 
the account which was cashed. He disappeared with the money 
and was not thereafter heard from. When the fraud was dis- 
covered the bank charged the amount of the check against the 
plaintiff's own account. The plaintiff sued the bank and it was 
held that he was entitled to recover, it appearing that the plaintiff 
had acted in good faith in the transaction. The court pointed out 
that the plaintiff did not indorse the check which his friend de- 
posited. It would have been a wise precaution for the bank to 
have secured that indorsement.*7 Compare a Wisconsin decision 
holding that, where a person wrote to a bank requesting it to “let” 
the writer's son, manager of a certain company “make overdrafts” 
up to “$800 to buy livestock with” and “hoping” the bank would 
accommodate the son, the writer impliedly guaranteed repayment 
of advances up to $800.** 


§ 11.7. Rights of bank where overdraft made by agent. Where 
an account is overdrawn by an agent such as a corporate officer, the 
right of the bank to recover from the depositor, such as a corpora- 
tion or other principal, depends upon whether the agent is author- 
ized to overdraw. If the agent has such authority the depositor 
will be liable for his overdrafts. In a South Carolina case it was 
intimated by the court that if the principal continually allows his 
agent to overdraw his account, the bank is entitled to assume that 
such acts are authorized and it may hold the principal liable.*° 

Mere authority to an agent to draw checks against his princi- 


47. Faulkner v. Bank of Italy Code, that it would follow the Faulk- 





(1924) 69 Cal. App. 370, 231 Pac. 
880, 42 B. L. J. 100. 

It is suggested that the Faulkner 
case might be distinguished from Popp 
v. Exchange Bank supra note 46 on 
the ground that, in the Faulkner case, 
the introducing customer merely 
joined in the opening of the account 
for the convenience of the new cus- 
tomer and that fact was known to the 
bank, whereas in the Popp case both 
husband and wife were apparently 
joint depositors in an account for 
their mutual benefit. 

A lower court in Pennsylvania in- 
dicates, in a case arising under the 


ner case and not hold a non-participat- 
ing joint depositor liable on an over- 
draft of the other joint depositor. 
See National Bank of Slatington v. 
Derhammer (1958) 16 D. & C. (2d) 
286. 

48. Miami Co. Nat. Bank v. Gold- 
berg (1907) 133 Wis. 175, 113 N. W. 
891. 


49. Wheatley v. Kutz (1898) 19 
Ind. App. 293, 49 N. E. 891. 


50. Merchants & Planters Nat. 
Bank v. Clifton Mfg. Co. (1899) 56 
S. C. 820, 88 S. E. 750, 82 B. L. J. 
863. 
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pal’s account does not authorize him to overdraw and, consequently, 
if he does overdraw, the principal is not liable to the bank in the 
absence of special circumstances constituting an estoppel or ratifi- 
cation.*' Where an agent, acting without authority, opens an 
account in his principal’s name and overdraws the account, the 
principal will not be liable to the bank for the amount of the over- 
draft,>? even though the money is paid by the agent to the prin- 
cipal in settlement of his accounts.** 

But if facts appear which permit the inference that the de- 
positor has ratified the agent’s unauthorized act, or if special cir- 
cumstances are shown which constitute an estoppel to deny the 
agent's authority, the bank can recover from its depositor the 
amount of an overdraft.®4 

It would seem to follow that an agent drawing an overdraft 
on his principal’s account without authority would be personally 
liable to the bank.® 


§ 11.8. Right of bank to recover from third party receiving 
proceeds of overdraft. As a general rule, where a payor bank 
pays an overdraft check to one who presents it in good faith, the 
bank will not be permitted to recover the money so paid from the 
person receiving payment. The reason for the rule is clear in 
instances where the bank pays the check with full knowledge that 
it overdraws the account. Such a transaction is in the nature of a 
loan to the drawer and the bank should look only to him for re- 


payment.*® 


51. Merchants Nat. Bank v. Nichols 
& Shepard Co. (1906) 223 Ill. 41, 79 
N. E. 38, 82 B. L. J. 863. See also 
Torrance Nat. Bank v. Enesco Fed. 
Credit Union supra note 8. 

A. L. I. Restatement of the Law, 
Agency (2d) §74 reads: 

“Unless otherwise agreed, an agent 
is not authorized to borrow unless 
such borrowing is usually incident to 
the performance of acts which he is 
authorized to perform for the prin- 
cipal.” 

See also annotation “Liability of 
principal for overdraft drawn by agent 
and paid by bank”, 58 A. L. R. 816. 

52. Citizens State Bank v. Minne- 
sota Sugar Co. (1925) 163 Minn. 
878, 204 N. W. 45, 42 B. L. J. 868; 


Life & Casualty Ins. Co. v. First Nat. 
Bank (1931) 159 Miss. 313, 131 So. 
809, 48 B. L. J. 401; Haskins v. An- 
derson (1925) 284 Pa. 485, 131 Atl. 
272, 48 B. L. J. 210. 

53. Arkansas Valley Bank v. Kel- 
ley (1928) 176 Ark. 387, 8 S. W. 
(2d) 538; Case v. Hammond Packing 
Co. (1904) 105 Mo. App. 168, 79 S. 
W. 782. 

54. Union Gold Mining Co. v. 
Rocky Mt. Bank supra note 2; City of 
Pittsburg v. First Nat. Bank supra 
note 8. 

55. Such might be implied from 
Commercial Nat. Bank v. Stockyards 
Loan Co. (C. A., Kan., 1926) 16 Fed. 
(2d) 911. 

56. Vandagrift v, Masonic Home 
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The above rule also applies even where the bank pays the 
check by mistake as where paid in the rush of business or in the 
mistaken belief that the check is drawn against sufficient funds. 
The reason appears to be that the payment is regarded as final. 
Any other view might delay or confuse commercial transactions 
involving negotiable instruments and, in any event, the bank should 
know the state of its depositor’s balances.°* A bank may not re- 
cover the amount of overdraft checks from a person who received 
the payment in good faith, even where the payment resulted from 
false bookkeeping entries on the part of the bank’s bookkeeper.*® 
Moreover, recovery would be denied where the payment is made 
outside of banking hours.*® 

The right to recover the overdraft payment from the recipient 
is generally denied even where it is shown that the person receiving 
payment had not changed his position after receiving payment. 
There is, however, some contrary authority.® 

Notwithstanding the general rule which denies a bank the right 
to recover on an overdraft from the person receiving payment, it 
has been held that a person fraudulently obtaining money on an 
overdraft or obtaining payment with knowledge that the instru- 
ment is an overdraft may be required to restore the payment re- 
ceived.® 

The Uniform Commercial Code in essence adopts the above 
rule by providing that, with certain exceptions not relevant here, 





(1912) 242 Mo. 188, 145 S. W. 448. 
Perhaps the leading decision illus- 
trating the rule is the English case of 
Chambers v. Miller (Eng., 1862) 13 
C. B. (N. S.) 128 where it was held 
in effect that payment of a check 
cashed at the drawee bank was ir- 
reversible when the bank cashier had 
handed the cash to the person receiv- 
ing payment. The court further held 
that the cashier had no right to recall 
the payment made, even where he 
attempted to do so before the person 
receiving payment had left the bank. 
57. Security Nat. Bank v. Old Nat. 
Bank (C. A., Iowa, 1917) 241 Fed. 1; 
Hayes v. Tootle-Lacy Nat. Bank (C. 
A., Kan., 1934) 72 Fed. (2d) 429; 
Chambers v. Miller supra note 56. 


58. Liberty Trust Co. v. Haggerty 


(1921) 92 N. J. Eq. 609, 118 Atl. 
596, 38 B. L. J. 516, affd 93 N. J. Eq. 
198, 115 Atl. 926. 

59. Spokane & Eastern Trust Co. 
v. Huff (1911) 63 Wash. 225, 115 
Pac. 80, 31 B. L. J. 235. 


60. Spokane & Eastern Trust Co. 
v. Huff supra note 59. 


61. Manufacturers Trust Co. v. 
Diamond (1959) 17 Misc. (2d) 909, 
186 N. Y. S. (2d) 917, 76 B. L. J. 
807. 

62. Iowa State Bank v. Cereal Re- 
fund & Brokerage Co. (1906) 182 
Iowa 248, 109 N. W. 719; Trades- 
man’s Bank v. Merritt (1829) 1 Paige 
(N. Y.) 302, 24 B. L. J. 250; Peterson 
v. Union Nat. Bank (1866) 52 Pa. 
206, 91 Am. Dec. 146, 31 B. L. J. 
234, 
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“payment or acceptance of any instrument is final in favor of a 
holder in due course, or a person who has in good faith changed 
his position in reliance on the payment.”® 


§ 11.9. Holding overdraft check for future payment. Where 
a check for an amount larger than the balance on deposit is re- 
ceived, the bank should normally return it unpaid, unless the bank 
is willing to pay it as an overdraft. The bank is under no duty 
to hold the check with the intention of reserving from a future de- 
posit an amount sufficient to pay the check.** And if the bank 
does hold the overdraft for future payment following an anti- 
cipated deposit, the bank might still be bound to pay other proper 
checks on the account, not in excess of the balance, arriving after 
the overdraft check.° Moreover, the bank might, by retention, 
subject itself to liability on the overdraft as an acceptor.® 

It is therefore suggested that a bank not retain an overdraft 
check, without action thereon, for an unreasonable period. Where 
the Uniform Commercial Code is in effect, the payor bank might, 
if it believes the depositor is likely to cover the overdraft with a 
deposit, obtain from the presenting bank an extra day's grace.* 


§ 11.10. Right of bank to interest or other charges on over- 
draft. In the absence of agreement, a bank which has allowed a 
depositor to overdraw iis account is not entitled to interest on the 
money thus advanced until the money has been demanded and 
payment refused.®* But, after a demand has been made, interest 
begins to run in favor of the bank*® 

Where the depositor has agreed to pay interest on his over- 
drafts, but no rate of interest has been agreed upon, the bank may 
collect interest at the legal rate. And, where an overdraft was 
settled by the execution and delivery of a note, payable on demand, 





63. U. C. C. §3-418. Comment 2 
indicates the provision applies to the 
payment of overdrafts. 

To a certain extent, N. I. L. §62 
might have the same effect, though 
speaking only in terms of “accept- 
ance” rather than of “payment.” 

64. Gillian v. Merchants Nat. 
Bank (1897) 70 Ill. App. 592, 31 B. 
L. J. 141; Paige v. Springfield Nat. 
Bank (1919) 12 Ohio App. 196. 

65. See Chapter 10 §10.24 for dis- 
cussion of order of payment. 

66. See Chapter 7 §7.22. See also 


Chapter 10 §10.5 at note 48. See also 
U. C. C. §§$4-301(1) and 4-302. 

67. U. C. C. §4-108 (1) permits a 
collecting bank to grant one extra 
banking day’s grace “in a good faith 
effort to secure payment.” 

68. Hubbard v. Charlestown Branch 
R.R. (1846) 52 Mass. 124. 

69. Webber v. Webber (1906) 146 
Mich, 31, 109 N. W. 50, 22 B. L. J. 
988. 

70. Loan & Exchange Bank v. Mil- 
ler (1893) 39 S. C. 175, 17 S. E. 592, 
81 B. L. J. 326. 
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it was held that the amount bore interest from the date of de- 
livery.“ It has been indicated that a bank granting overdrafts 
may collect exchange charges arising in connection with the trans- 
actions which resulted in the payment of such overdrafts.* And 
it is also indicated that a bank may make charges for its services in 
allowing overdrafts, at least where the practice is carried on over 
a period of time.” 


§ 11.11. Right of bank to retain “paid” overdraft checks. Al- 
though it is usually the duty of a bank to return to its depositor 
checks which have been paid by it, this rule has no application 
where the check represents an overdraft. In such event the bank, 
as a matter of course, has a right to retain the check as evidence 
of the drawer’s order to pay and that it has paid pursuant to his 
order.*4 


§ 11.12. Personal liability of officers and directors for over- 
drafts permitted by them. Under certain circumstances a bank 
officer, who permits one of the bank’s customers to overdraw his 
account, may be held personally liable to the bank for any loss 
sustained by the bank as a result of such overdraft. Thus, where 
the president of a bank instructed the cashier to honor the over- 
draft checks of a depositor, with whom the president was interest- 
ed in business, it was held that the president was personally liable 
to the bank for the amount which it lost by the transaction.” 
And, where the president of a bank opened an account for his in- 
solvent son by discounting his unsecured note, and subsequently 
allowed him to overdraw his account without the knowledge of 
the board of directors or of an advisory committee, .it was held 
that the president was personally liable for the loss sustained.” 

It is generally held that a cashier, or other bank official, who 
has the duty of authorizing loans and discounts on behalf of the 
bank, is not personally liable for losses arising from his allowance 
of overdrafts unless he has failed to make reasonable inquiry into 
the financial standing of the drawer of such overdrafts or has 
failed to exercise the care and discretion which an ordinarily pru- 


71. Hennessey Bros. & Evans Co. Bank (1916) 48 Utah 606, 161 Pac. 

v. Memphis Nat. Bank (C. A., Tenn. 50. 

1904) 129 Fed. 557, 31 B. L. J. 326. 75. Oakland Bank v. Wilcox (1882) 
72. Low v. Taylor (1890) 41 Mo. 60 Cal. 126, 24 B. L. J. 12. 

App. 517, 24 B. L. J. 245. 76. Western Bank v. Coldewey’s 
73. Cohen v. Marian supra note 18. Executrix (1904) 120 Ky. 776, 88 S. 
74. Van Dyke v. Ogden Savings W. 629; same case 94 S. W. 1. 
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dent man would exercise.* In other words, the propriety of 
allowing overdrafts is addressed to the business judgment of the 
responsible official and such official will not face personal liability 
if he acts prudently and honestly, even if his judgment is in error. 
In this connection it has been held that a loss sustained by a bank 
as a result of overdrafts permitted by its cashier, in good faith 
and without collusion, though without authority of the board of 
directors, is not protected by the cashier's fidelity bond protecting 
the bank from losses “through any act of fraud, dishonesty, larceny, 
theft, embezzlement, forgery, misappropriation, wrongful abstrac- 
tion, or misapplication, or any other dishonest or criminal act 
or omission committed by” the cashier, whether acting alone or 
in collusion with others.*® 

A few states have statutes imposing personal liability on bank 
officials, under certain circumstances, for permitting overdrafts.” 
In addition there are a few criminal statutes making it an offense 
for a bank official to overdraw his own account or, in some in- 
stances and with certain qualifications, to permit overdrafts by 
customers.*®° 


holds bank officers and directors liable 
for overdrafts permitted by their 
bank. Applied in Smith v. Sletten 


77. Wynn v. Tallapoosa Co. Bank 
(1910) 168 Ala. 469, 53 So. 228, 28 
B. L. J. 850; First Nat. Bank v. Reese 


(1908) 25 Ky. L. Rep. 778, 76 S. W. 
384, 32 B. L. J. 786; Cope v. West- 
bay (1905) 188 Mo. 638, 87 S. W. 
504, 22 B. L. J. 600. 


78. Bank of Peachland v. Fairley 
(19382) 202 N. C. 186, 162 S. E. 229, 
49 B. L. J. 193. See also World Ex- 
change Bank v. Commercial Casualty 
Ins. Co. (1930) 255 N. Y. 1, 173 N. 
E. 902, 48 B. L. J. 102. 

79. Perhaps the most strongly 
worded of such statutes is that of 
South Dakota §6.0431 which flatly 


(1927) 52 S. D. 243, 216 N. W. 945, 
45 B. L. J. 92. 

Michigan §23.841, on the other 
hand, expressly exempts bank per- 
sonnel from liabilty resulting from an 
overdrawn account. 


80. E.g. New York Penal Law 
§294 which makes it an offense for a 
bank director, officer or employee to 
knowingly overdraw his account at 
that bank or to receive a gratuity or 
reward for permitting another person 
to overdraw his account at that bank. 











A Good Look at Goodwill in Corporate 
Acquisitions 


Homer Kripke* 


Lawyers, businessmen and financial officers all have an 
interest in accounting because accounting “facts” direct their 
judgments in business dealings. However, it must be realized 
that these “facts” are shaped by accounting conventions. They 
do not exist independently, like a fact of the physical world. 
Their meaning, accordingly, can best be understood in the light 
of the governing conventions.’ 


In business acquisitions and mergers, accounting for the 
surviving enterprise is governed by prescribed accounting pro- 
cedures based on the classification of the transaction. Whether 
the combination is a “purchase” or a “pooling of interests” is 
determined by tests crystallized by the American Institute of 
Certified Public Accountants. It is the purpose of this article 
to analyze this distinction and examine the usefulness of the 
conventions determining these accounting “facts” in the area 
of business combinations. 


The distinction is an important one. When classified as 
a “pooling of interests,” a business combination is not faced 
with the problem of amortizing goodwill. When classified as 
a “purchase,” the surviving corporation is frequently required 
to record such goodwill on its balance sheet. Then, since this 
goodwill must be amortized by charges to income annually, 
after taxes, the reduction in net income is often significant. The 


* Member of the New York and New Jersey Bars. Formerly Assistant Solicitor, 
Securities and Exchange Commission. 


1 For prior essays by the writer in the field of the semantics of accounting, see 
Accountants’ Financial Statements and Fact-Finding in the Law of Corporate Regu- 
lation (1941) 50 vate 1.j.1180, reprinted in (1941) 72 j.accounraNcy 201; A 
Case Study in the Relationship of Law and Accounting: Uniform Accounts 100.5 
and 107 (1944) warv.L.REV. 433 and 693; Conceptual Obsolescence in Law and 
Accounting: Finance Relations Between Retailer and Assignee of Retail Receiv- 
ables (1959) 1 BOSTON COLLEGE IND. AND COMMERCIAL LAW REVIEW 55 Book Re- 
view (1944) 53 yALEe L.j.825; Book Review (1950) 59 yaLe L.j.1551. 
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market value of the surviving company’s securities may be af- 
fected materially as a result of this reported diminution of earn- 
ing power. Too adverse a foreseeable impact on earnings may 
require abandonment of the proposed combination. 


The pertinent accounting rules are stated in Accounting 
Research Bulletin No. 48, issued by the Committee on Ac- 
counting Procedure of the AICPA.’ The tests for distinguish- 
ing between a purchase and a pooling occupy most of the text 
and no great attention is devoted to the consequences of the 
distinction. Most of the discussion of consequences is concern- 
ed with the matter of combining and carrying forward the 
earned surplus accounts of the constituent companies.* There 
is only slight mention of the matter of evaluation, from which 
serious consequences flow and from which critical issues arise. 
Yet, what can be more crucial than the question whether the 
books of the new company are to reflect a revaluation of assets, 
or are to be stated on the books of the surviving enterprise at 
their old recorded amounts? 


To test whether a transaction should be accounted for as 
a pooling rather than a purchase, ARB Bulletin No. 48 appears 
to place primary interest on continuity of ownership. Is one 
ownership interest “purchased” and eliminated? Or are own- 
ership interests in the former enterprises substantially carried 
forward and “pooled” into the merged enterprise?* 


However, even compliance with the test of ownership con- 


2 Issued in January, 1957; herein cited as A.R.B.48. Earlier versions appeared 
in A.R.B.40 (1950), and in Chapter 7(c) of a compilation of prior bulletins, A.R.B. 
43 (1953). 


8 Indeed, in the Committee’s first pronouncement on this general topic of pur- 
chase against pooling, the treatment of earned surplus was discussed as the primary 
critical consequence. A.R.5.40(1950). See Werntz, Intangibles in Business Com- 
binations (May,1957) 3. AccounTaNcy 46, 49, 


4 But it is a superficial view to conclude that there is no element of cross- 
purchase on a pooling. “I would agree also that a different situation arises when, 
let us say, the stockholders of each of five corporations exchange their stock for 
one-sixth of the stock of a sixth. The bulletin regards as determinative in such a 
case the fact that, in the aggregate, ownerships would be the same after as before 
the merger. But surely the more significant fact is that to each single stockholder 
five-sixths of his interest after the transaction would be newly acquired, and ac- 
quired moreover on the basis of current and not historical values.” May, Business 
Combinations: An Alternate View (April, 1957) J. ACCOUNTANCY 33. 
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tinuity will not suffice for classification as a pooling of interests 
if the situation fails to meet the additional test of pooling of 
management. Pooling of management requires both constitu- 
ent corporations to furnish materially important elements of 
the new management team. Another test is that of comparative 
equality, or the absence of heavily unbalanced participation, 


with neither of the constituent corporations obtaining 90 to 95 | 


per cent or more of the voting interest of the combined enter- 
prises for its own shareholders. Nevertheless, none of these 
considerations operates with decisive effect under ARB No. 48. 
Such considerations “tend to indicate”; or they create a “pre- 
sumption,” or on the other hand they “militate against”; and 
the final conclusion is reached “in the light of all such attendant 
_ circumstances.” 


Yet these elusive criteria govern the accounting treatment 
and thus, in effect, dictate the business feasibility of a merger 
or acquisition. Why? Because the accounting treatment may 
vitaily influence the determination of future income and, by 
reason of this impact, will also influence the market appraisal 
of a company and its securities. 


It has been fascinating to watch the extension of the applica- 
tion of the pooling type of treatment. This extension has 
been prompted by the unacceptable consequences to income 
stemming from the accounting for a transaction on a purchase 
basis. Such extension has had far-reaching effects in the de- 
termination of financial facts, and has negated a whole line of 
accounting development that was thought to be stabilized. It 
is obviously time to re-examine the applicable accounting rules. 
It is understood that a committee of the AICPA is engaged in 
this process; but this time other segments of the financial com- 


munity should be heard. 


We have recently witnessed a wave of corporate empire- 
building—via mergers and acquisitions—during a period of high 
prices for stock market equities. And when, under such cir- 
cumstances, a business combination is accounted for as a pur- 
chase, the result is the creation of intangible assets in the nature 
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of goodwill whenever corporate stock is issued for the assets 
of another company. 


Thus, if 20,000 shares of capital stock of the acquiring com- 
pany A is issued to “purchase” the net assets or the capital 
stock of acquired Company B, the old carrying value of B’s 
assets on B’s books will be disregarded, and B’s assets will be 
given new carrying amounts on A’s books based on the value 
of the consideration paid. If the market value of A’s stock is 
deemed to be $50 per share,” the cost to A of the acquisition 
will be recorded as $1,000,000. However, B’s balance sheet, 
on the basis of original cost less depreciation, shows net assets 
of only $400,000, which must be reconciled accounting-wise 
with A’s $1,000,000 cost figure. A may, on the basis of 
appraisals, value B’s assets upward from $400,000 to, say, 
$650,000, but there will still remain an excess of $350,000. 
This actually represents the extent to which the purchase price 
was arrived at by reason of expectations of future earnings 
rather than by appraisal of assets. Nevertheless, some asset 
must be shown on A’s balance sheet so that the assets acquired 
balance the $1,000,000 recorded for the newly issued capital 
stock. 


This difference of $350,000 is said in accounting theory to 
represent “intangible” assets as distinguished from the tangible 
assets subject to appraisal. In some cases part of the intangible 
value may be allocated to patents or copyrights, advantageous 
leases, or the like. The remainder is deemed to represent an 
element sometimes described as excess earning power or going- 
concern value, now usually called “goodwill.” 


5In the present high securities market, the problem stated will be magnified if 
A’s stock be valued at its latest price, which tends at the time of an acquisition to 
be a historically high price. Accountants therefore recognize that A’s stock need 
not be valued at the latest daily market quotation, but can be valued on the basis 
of values determined over a period of, say, six months, and with consideration of 
such factors as the thinness of the market and the size of the block of stock in- 
volved. Werntz, Intangibles in Business Combinations (May, 1957) Jj. ACCOUNT- 
ancy 46, 49. But with the present long-continued bull market, the basic problem 
remains. 


6 Werntz, Intangibles in Business Combinations (May, 1957) J. ACCOUNTANCY 
46, 48. 


7 Where stock is acquired for stock without a merger or other transaction af- 
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When the transaction is accounted for as a purchase, this 
creation of goodwill as an asset invokes undesired accounting 
consequences, which, incidentally, may be traced to the astrin- 
gent unravelling of the consequences of the last period of high, 
wide and handsome acquisitions, the 1920's. The large amounts 
of goodwill created in the acquisitions of those days proved, 
in the experience of the 1930's, not to have been justified. Years 
of debate followed as to the treatment of goodwill on the 
books.® 


The conclusions sometimes reached were pithily summariz- 
ed as follows: “If you can write it down, you need not; if you 
cannot, you should!”* These paradoxical remarks become 
meaningful when one examines the rules ultimately crystallized 
- by the accounting profession: (1) (a) If goodwill does not 
appear to have a limited life, it need not be written off, but for 
reasons of “general conservatism,” it may be written off; (b) if 
it appears to have a limited life, as for instance, where it rep- 
resents expected excess earning power for a limited period, 
goodwill should be amortized over the period of limited life. 
(2) The amortization should be by annual charges to in- 
come, not shortcircuiting the income account by direct charges 
to earned surplus and a fortiori not by direct charges to capital 
surplus. Hence the paradox: If continued earnings show the 
permanence of goodwill, it need not be charged off; but if 
declining earnings show the dwindling of goodwill, earnings 
must be further reduced by annual charges to amortize good- 
will. 


fecting the identity of the two corporations, the goodwill does not appear on the 
books of Company A, because it carries its investment in the stock of Company B 
at $1,000,000. But when A issues a consolidated balance sheet of A and B, the 
$1,000,000 investment in B’s stock is replaced on A’s consolidated balance sheet by 
the net assets of B and the $350,000 difference has to be listed as an asset and 
labelled with some such title as “Excess of cost of investment in stock of subsidiary 
over underlying net assets at date of acquisition,” which is essentially the same as 
goodwill. 


8 The writer had occasion to collect many of the early authorities in Kripke, 
A Case Study in the Relationship of Law and Accounting: Uniform Accounts 
100.5 and 107 (1944) 57 Harv. L. rEv. 433, 459-461. 


® Couchman, THE BALANCE SHEET (1924) 138. 


10 A.R.B. 24 (1944), codified in Chapter 5, of A.R.B.43 (1953). Werntz, 
Intangibles in Business Combinations (May, 1957) J. AccounTANcy 46, 47. 


ci 


OV 
th 
fo 
sa 


gc 
th 


(1s 
an} 
era 
exa 


pai 
to. 


whi 
id.¢ 
cap 
cap 
Ap 
ll 





his 


p- 


eS 
tal 
he 


gs 
d- 


the 
yB 
the 


and 


lary 
» as 


ke, 


ints 


ntz, 


GOODWILL IN ACQUISITIONS 1033 


It has been recognized that the income (profit and loss) 
statement is more important than the balance sheet because 
“value” is the summation of present worth of expected future 
earnings. Accordingly, recent accounting thought has insisted 
that net income, the key accounting result, must not be over- 
stated by avoiding proper charges to the income account. Only 
a few direct charges to earned surplus are permitted in unde- 
batable cases, and none to capital surplus." The requirement 
that goodwill be amortized through the income account is a 
prime example of the general application of the rule. 


It is believed that accounting practice, perhaps under the 
influence of the climate established by the Securities and Ex- 
change Commission, goes beyond the first rule mentioned. 
For reasons of “general conservatism” goodwill is expunged 
through the income account even when there is no reason to 
assume limited life.” 


Let us examine the effect of the application of this prin- 
ciple on A’s acquisition of B. Current accounting conservatism 
would require the entire $350,000 of goodwill to be amortized 
over, say, 10 years, creating a charge of $35,000 a year against 
the income account. Worse still, this charge is non-deductible 
for income tax purposes and produces no counterbalancing tax 
saving. The writer has seen cases in which a large amount of 
goodwill was involved, where the charge to amortize goodwill 
would have been so great that it would completely wipe out 
the expected contribution to income from the business acquir- 


11 A.R.B.48 (1957) Ch. 5, Ch. 8, and Comment 6 of Appendix B. 


12 Cf. Sanders, Hatfield & Moore, A STATEMENT OF ACCOUNTING PRINCIPLES 
(1988) 14: “The writing off of such intangible assets as goodwill evokes scarcely 
any protest, even when it is recognized that substantial goodwill exists. The gen- 
eral distrust of goodwill and the knowledge that it has been widely used to capitalize 
exaggerated expectations of future earnings leave an almost universal feeling that 
the balance sheet looks stronger without it. When actual consideration has been 
paid for goodwill, it should appear on the company’s balance sheet long enough 
to create a record of that fact in the history of the company as presented in the 
series of its annual reports. After that, nobody seems to regret its disappearance 
when accomplished by methods which fully disclose the circumstances.” See also 
id.69, where the authors state that accountants approve the charge of goodwill to 
capital surplus. The profession later set its face against allocating the charge to 
capital surplus. A.R.B.24 (1944); A.R.B.43 (1957) Ch. 5 and Comment 6 to 
Appendix B; S.E.C. Accounting Release 59; Associated Gas and Electric Company, 
11 S.E.C. 1025 (1942). 
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ed. Under such circumstances, the newly-issued stock dilutes 
the income per share available to the original stockholders from 
the original operations of the acquiring company. 

But all is not lost! It is at this point that the concept of 
pooling of interests operates to serve the needs of corporate 
strategists. If the transaction can be booked as a pooling of 


interests, no goodwill is created and there is no problem of a 


charge to earnings for amortization of goodwill. These con- 
venient results are possible because, in a pooling, the assets of 
the acquired company are transferred to the books of the ac- 
quiring company at their existing carrying value on the books 
of the acquired company, not a new figure; also, the capital 
_stock issued for them is recorded at an appropriate balancing 
amount, not at market value. 


In the example used above, the assets of the acquired Com- 
pany B (at their recorded depreciated cost of $400,000) would 
be “pooled” with or added to those of the acquiring Company 
A. Company A would not show a purchase at a price based 
on the market value of its stock, but would simply show an 
addition to its capital stock and capital surplus accounts of 
$400,000 balancing the assets acquired, carried at their pre- 
existing book value. Thus by a piece of conservative balance 
sheet accounting, in which the newly-acquired assets are car- 
ried at a comparatively low value, the income statement is re- 
lieved of charges to amortize the goodwill that would have 
been recorded as an asset if the transaction had been accounted 
for as a purchase. 

But let us see what has been accomplished. The effect is 
to nullify the accounting principles requiring substantially all 
charges to go through the income account. Here the charge to 
eliminate the goodwill is, in effect, made in advance. It is made 
not to income and not to earned surplus, but to capital surplus 
or the capital account, through the convenient device of never 
recording the goodwill by never recording the full considera- 
tion for which the capital stock was issued. Thus, pooling has 
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had the unintended seeming effect of nullifying principles of 
conservative income accounting for which leading members 
of the accounting profession had waged a victorious battle. 


We now find contentions that a given acquisition or merge~ 
should be accounted for as a pooling of interests rather than a 
purchase, argued in terms of the tests set forth in Accounting 
Research Bulletin Number 48. But aren't these sham issues 
which conceal the crucial issue of consequences of the classifi- 
cation? Accountants often weigh the question how much, if 
any, of his newly-acquired stock the former owner of the ac- 
quired business may dispose of without violating the principle 
of continuity of ownership. They consider whether the former 
owner of the acquired company must become an officer or a 
member of the board of directors of the acquiring company in 
order to satisfy the test of pooling of management; apparently, 
it is now considered sufficient that he remains as an officer or 
director of the acquired subsidiary. The issue is debated as to 
how disparate in size the acquired company can be in relation 
to the acquiring company without violating the principle that 
the transaction represents a pooling of approximately equal 
components. On this latter point, over a period, the standards 
have gradually eroded down from the rule of ARB No. 48 that 
90% is too large for the acquiring company. Pooling has been 
permitted when the acquired company was only 2 or 3% of 
the combination. It is doubtful whether any standard remains 
in this area."* In all this sterile argument, the real and underly- 
ing issue is seldom discussed: whether the corporate manage- 
ment can avoid the creation of goodwill and the necessity for 
amortization thereof through the income account. 


The loss of the goodwill as a balance sheet asset is deemed 
of no importance, because accountants and financial analysts 


13 “Does it make good common sense to say that a chain of fifteen grocery stores 
and a single independent — no larger than any one of the chain—can pool their 
interests? Can there be successive poolings in the above example as one store after 
another is acquired?” Werntz, Intangibles in Business Combinations (May, 1957) 
J. AccouNTANCY 46, 49. See Wise, The Auditors Have Arrived: II (Dec. 1960) 
62 FORTUNE 44 at 239-240; Blough, Accounting and Credit Problems (Sept. 1960) 
J. AccouNTANCY 73; Sapieza, Distinguishing between Purchase and Pooling (June, 
1961) j. accountancy 35. 
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have come to regard such “intangibles” with suspicion and to 
automatically disregard them in computing net worth. Law- 
yers, following the same lead, frequently require the exclusion 
of intangibles in the definitions controlling the computation of 
net worth and of balance sheet ratios in indenture restrictions. 
More importantly, net worth or “book value” itself has lost 
much of its importance in the securities markets, and value 
computed from capitalized earnings is the predominant con- 
sideration. Indeed, accounting is recognized as a process of 
determining income by matching costs against revenues, and 
the assets side of the balance sheet (apart from cash items and 
land) has been demoted to a repository for future charges to 
the income account.* Thus, the greater and less conservative 
the assets on the balance sheet, the more conservative the fu- 
ture income account; conversely, the more conservative the 
balance sheet in slashing away assets, the less conservative the 
future income accounts.” 


The writer does not contend that the result being achieved 
in avoiding amortization of goodwill is wrong, or that the whit- 
tling away of the tests for pooling as set forth in ARB 48 is 
evidence of improper accounting or a decline of moral stand- 
ards. Quite the contrary. The unanimity with which the 
leading public accounting firms, the Securities and Exchange 
Commission and the New York Stock Exchange have acquiesc- 
ed in the process is evidence that accounting under the pool- 
ing method operates as a safety valve and fills a real need. 


The root of the trouble, it is submitted, comes from lack of 
realism in the rule plus the “general conservatism” which com- 
bine in a purchase to force the recognition of goodwill, and the 
subsequent amortization of this goodwill through the income 
account. When goodwill is created by a purchase of a com- 
pany in the present climate of business acquisitions, there will 


14 May, Business Combinations: An Alternate View (Apr., 1957) J. ACCOUNTANCY 
83, 35. Paton and Littleton, AN INTRODUCTION TO CORPORATE ACCOUNTING STAND- 
arps (1940), especially Ch. V. 


15 Kripke, A Case Study in the Relationship of Law and Accounting: Uniform 
Accounts 100.5 and 107 (1944) 57 warv. L. REV. 433 and 693, 712-717. 
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seldom, if ever, be proof of the state of affairs contemplated by 
the advocates of amortization through income charges; namely, 
that the goodwill has a foreseeable limited life, or that it rep- 
resents excess earning power for a definable temporary period. 
On the contrary, the price level out of which goodwill is created 
in current acquisitions seems to depend on reciprocal factors: 
(1) (a) optimistic expectations of rising, not falling, levels of 
earnings, and (b) recent use of higher multiples for capitaliza- 
tion of known and foreseeable earnings; and (2) a readiness 
to pay high prices based on the knowledge that the acquiring 
corporation’s stock being issued in payment is a medium of 
exchange inflated by the same factors which inflate the value 
of the acquired company. If this analysis is correct, the ar- 
guments for amortizing the goodwill through the income ac- 
count are without substance. The point is a fundamental one. 
The objection is not merely that it becomes necessary to pick 
a partially arbitrary method of amortization, for this is equally 
true of depreciation and other important charges. Rather, the 
point is that the amortization does not have any place in the 
income account, for there is no solid ground for treating the 
supposed exhaustion of goodwill as a cost of producing the 
revenues for the years in question.’® 


Under the present official rules, the net income of a corpora- 
tion five, seven or nine years after an acquisition (and hence 
the corporation’s capital value) is greater or smaller depending 
on such questions as whether the former owner of the acquired 
company chose at the time of the acquisition to dispose of 
part of his acquired stock (continuity of interest); or become 
an officer or director of the acquiring company (pooling of 
management); or whether the acquired company’s size was 2, 
6 or 12% of the acquiring company (pooling among equals). 
Can anyone seriously believe that the application of those tests 
at the time of acquisition should factually control the income 
consequences for ten years? 


16 “A system of accounting which attempted to reflect changes in the value of 
an income stream in the determination of income would create an insoluble problem 
of circular reasoning.” May, Business Combinations: An Alternate View, J. ac- 
counTANcy (April, 1957) 33, 53, 
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In this era net income figures are the life blood of the capital 
markets. No figure is more important to a corporation, its own- 
ers and its would-be owners than net income. A ten-year under- 
statement of net income by unjustified amortization charges is a 
serious, almost a disastrous, thing. When everyone acquiesces 
in avoiding the disaster by stretching the applicability of the 
very different accounting rules for pooling, it is time to re- 
examine the rules that produce the near-disaster. The key 
point, it is submitted, is the practice which requires the newly- 
issued stock of the acquiring company to be recorded in a pur- 
chase at its market value, thus forcing the creation of goodwill 
as a balancing asset.’ In these days when market values have 
exceeded tangible asset value for so long,’* the market value of 
the capital stock of the acquiring company in excess of book 
value itself involves a “goodwill” element. This goodwill is 
not reflected on the books, in conformity to the well-recognized 
rule that self-created, non-purchased goodwill (especially that 
based on “exaggerated expectations of future earnings’ ), should 
not be recorded on the books.’® Yet the issue of new stock for 
the acquisition, and the recording thereof at market value, 
forces the recording of goodwill, which is wrongly attributed 
by accounting theory exclusively to the newly-acquired assets 
but which is in fact partly the unrecorded goodwill attached to 
the existing corporate assets, i.e., the price level of the transac- 
tion recognizes that the new assets are being purchased with 
inflated currency. 


Obviously, no one would suggest uniformly recording self- 
created, non-purchased goodwill, especially that based on “ex- 


17 Where the acquiring company uses its own stock as the consideration paid 
in an acquisition, A.R.B. 48 permits the property acquired to be valued at its own 
value or at the value of the issued stock, depending on which value “is more 
clearly evident.” But it is understood that the New York Stock Exchange insists 
on valuation based on the market value of the stock. This pressure has made the 
alternative option almost a dead letter in practice. 


18 See Note 5. 


19 Chapter 5 of A.R.B. 43 (1953). The quotation is from Sanders, Hatfield and 
Moore, A STATEMENT OF ACCOUNTING PRINCIPLES (1938) 14. Cf. the late George 
O. May, expressing a general disagreement with A.R.B. 48, in May, Business Com- 
binations: An Alternate View (April, 1957) J. Accountancy 33, 35: “. . . a philos- 
ophy of accounting which treats values created altogether different from exactly 
similar values acquired by purchase is in need of revision.” (Italics in original) 
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7 20 


aggerated expectations of future earnings” or burdening 
the income account with charges designed to put asset value 
behind market value. Yet that is exactly what happens for the 
stock issued on a purchase. The remedy, then, is to eliminate 
this special occasion for recording a mixture of self-created and 
purchased goodwill. The rule (or the practice) which requires 
the newly-issued stock in a purchase to be recorded at its own 
market value should be changed. It is suggested that the stocks 
should be recorded at the values attributable to the acquired 
tangible assets (plus intangibles like patents) or its own pre- 
existing book value per share, whichever is greater, but not at 
market value. This would eliminate the need to record large 
amounts of goodwill. Thus, this aspect of the accounting rules 
for a purchase would be brought reasonably close to the appli- 
cable rules in the case of pooling. 


To summarize, the rules and practice respecting amortiza- 
tion of goodwill should be re-examined in the light of modern 
conditions involving the creation of goodwill in corporate ac- 
quisitions, and modern conditions of determination of values 
by the financial community by capitalizing income. After this 
is done, the accounting categories of purchase and pooling 
should be re-examined with less emphasis on elusive tests as to 
the inherent nature of the transactions, and more emphasis on 
the bundles of consequences and their proper spheres of ap- 
plicability. Clearly, one point to be re-examined is the exces- 
sive difference in consequences in reference to goodwill. 


Meanwhile, the financial analysts solemnly consider whether 
the “value” of the pooled enterprise should be determined by 
applying multiples of 10, 14, or 18 to the income of the enter- 
prise, and one may suspect that many of them have inadequate 
appreciation of the extent to which that income is a product 
of artifice, not an objective fact. The lawyers concerned in 
corporate acquisitions stand aside, bemused by the accountants’ 
self-created difficulty, or act as emissaries to the New York 
Stock Exchange or the Securities and Exchange Commission 
trying to “sell” pooling of interests as the accountants’ device 


20 Supra Note 19, 
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for avoiding the applicability of their principles as to the amor- 
tization of goodwill. But the issues here discussed are not ex- 
clusively accounting issues, and the Bar, the financial analysts, 
and the financial community generally should take a more ac- 
tive role in getting a better resolution of. them. 


PRUDENT MAN BILL BECOMES LAW 
IN PENNSYLVANIA 


On September 28th the Governor of Pennsylvania signed into 
law the Prudent Man Bill which has been the subject of contro- 
versy in that state in recent months. The bill, which passed the 
House by a three-to-one majority and the Senate by 49 to 1, had 
the backing of the Pennsylvania Bankers Association but re- 
portedly was opposed in the form in which it was finally passed 
by Banking Secretary Myers who preferred a modification of 
existing law rather than a removal of what he termed “tried and 
tested standards.” 


The previous investment laws in the state required trustees to 
limit investments in common stocks to one-third of the trust 
fund. The new statute permits “all fiduciaries to invest free of 
trust or surcharge, so long as they exercise that degree of care 
which men of prudence, discretion and intelligence exercise in 
the management of their own affairs, not in regard to specula- 
tion, but in regard to the permanent disposition of their funds.” 


Similar Prudent Man laws are in effect in 32 other states. 
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BANKING DECISIONS 


In this department are published each month all of the important decisions 

of the Federal and State Courts involving questions pertaining to the 

law of banking and negotiable instruments. The experiences they disclose deserve 
careful attention and study of bankers, bank counsel, the depositor 

and the bank student seeking advancement. 





False Invoices Taken by Bank as Security Not 
Within Coverage of Insurance Bond 


As security for a loan George Hood assigned to the bank 
four invoices for services and materials purported to have been 
supplied to customers. Although regular in form and appear- 
ance, the invoices were in fact fictitious and the pretended 
customers non-existent. Hood became insolvent and the bank 
sought indemnity from its insurance company. The bank's 
bond of insurance covered losses occasioned by acceptance 
of “. .. securities, documents or other written instruments which 
prove to have been counterfeited or forged as to the signature 
of any maker, drawer, issuer, endorser, assignor, . 

Although the invoices were falsely made and uttered with 
intent to defraud the bank, the Supreme Court of Colorado 
held for the insurance company. To forge or counterfeit an 
instrument, the court stated, is to falsely make it. Here, the 
invoices were the true and genuine instruments of George 
Hood. The only falsities were the statements contained in the 
invoices that George Hood had furnished labor and services 
to non-existent customers. To falsely make, in other words, 
refers to the paper itself being false and not the statements 
contained in it. United States Fidelity and Guaranty Company 
v. First National Bank of Fort Morgan, Supreme Court of Col- 
orado, 364 P.2d 202. The opinion of the court follows: 


MOORE, J.—We will refer to plaintiff in error as Guaranty Co. and 
to defendant in error as the Bank. 
The action was commenced by the Bank against Guaranty Co. and the 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 713. 
1041 
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prayer of the complaint was that judgment enter in favor of the Bank 
for the sum of $2,604.71 allegedly due under the terms of a bond issued 
to it by Guaranty Co. This bond covered the Bank (among other 
matters not here pertinent) against the following losses: 


“(E) Any loss through the Insured’s having, in good faith and 
in the course of business whether for its own account or for the 
account of others, in any representative, fiduciary, agency or any 
other capacity, either gratuitously or otherwise, purchased or 
otherwise acquired, accepted or received, or sold or delivered, or 
given any value, extended any credit or assumed any liability, on 
the faith of, or otherwise acted upon any securities, documents or 
other written instruments which prove to have been counterfeited 
or forged as to the signature of any maker, drawer, issuer, en- 
dorser, assignor, lessee, transfer agent or registrar, acceptor, 
surety or guarantor or as to the signature of any person signing in 
any other capacity, or raised or otherwise altered or lost or stolen, 
or through the Insured’s having, in good faith and in the course 
of business, guaranteed in writing or witnessed any signatures, 
whether for valuable consideration or not and whether or not 
such guaranteeing or witnessing is ultra vires the Insured, upon 
any transfers, assignments, bills of sale, powers of attorney, guar- 
antees, endorsements or other documents upon or in connection 
with any securities, obligations or other written instruments and 
which pass or purport to pass title to such securities, obligations 
or other written instruments; . . .”. (Emphasis supplied. ) 


The facts are not in dispute; essentially they are as follows: Be- 
tween August 31, 1956, and October 1, 1956, the Bank loaned one George 
Q. Hood a total of $13,613.24. Hood was engaged in the oil well serv- 
ice business. The loans by plaintiff were secured by the assignment 
by Hood of accounts receivable, evidenced by invoices representing 
goods delivered and services performed. Hood assigned in writing, 
among others, four invoices totalling $2,604.71 purporting to represent 
goods and services which never were furnished to the persons named 
therein as debtors. These invoices were prepared by Hood and assigned 
to the Bank with intent to defraud. Hood became insolvent and the 
Bank suffered a $2,604.71 loss for which it claimed indemnity from Guar- 
anty Co. under its bond. The Bank claims that the invoices were for- 
geries and counterfeit within the meaning of the bond. Guaranty Co. 
denies that they were forgeries or counterfeit within the meaning of 
the bond or otherwise. 

The trial court found that the invoices admitted in evidence showed, 
“,..a sale of goods, and services rendered by George Q. Hood to the 
customers, when in fact no such goods or services were ever rendered.” 
It further found that, “. . . said invoices were falsely made and made 
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with intent to defraud the plaintiff,” and concluded that the invoices . 
in question were “. . . forgeries within the meaning and intent of the 
bond or are counterfeit within the meaning of the intent of the bond . . .” 
Judgment entered as prayed for by the Bank, and Guaranty Co. seeks 


review by writ of error. 


Question to be determined 


Where a borrower obtains money from a bank and as security for 
the repayment thereof assigns invoices for services and materials pur- 
porting to have been supplied to customers when in fact no such services 
or materials were ever supplied, the invoices being fictitious but regular 
in form and appearance, and the pretended customers nonexistent, and 
on the faith of such false and fraudulent invoices the bank advances 
money on the security thereof and suffers loss as the result of the fraud, 
may the bank recoup its loss against a guarantor pursuant to the terms 
of a bond which insures against losses occasioned by acceptance of *. . . 
securities, documents or other written instruments which prove to have 
been counterfeited or forged as to the signature of any maker, drawer, 
issuer, endorser, assignor, . . .”P 


The question is answered in the negative. It is argued by counsel for 
the Bank that the pertinent language of the bond was prepared and 
offered by a compensated surety company; that if that language is sus- 
ceptible of two constructions, one of which is favorable to the Bank and 
the other to the bonding company, that interpretation which is most 
favorable to the Bank must be adopted if consistent with the objects 
for which the bond was given. It is assumed that an ambiguity appears 
on the face of the bond because of the use therein of the phrase “se- 
curities . . . which prove to have been counterfeited or forged as to the 
signature of any maker, ...” It is argued that we should construe the 
phrase to provide coverage in the instant case. We are not unmindful 
of the rule which requires that ambiguous language in an insurance 
contract must be most strongly construed against the person who pre- 
pared it. This well-established rule is stated and discussed at some 
length in American Surety Co. v. Pauly, 170 U.S. 133, 18 S.Ct. 552, 42 
L.Ed. 977. The opinion contains a number of citations of authority 
which we need not include here. However, we cannot overlook the 
equally well established principle that an insurance carrier or indem- 
nitor against loss cannot be held liable beyond the scope of risks which 
have been clearly covered in its contract. 

We find no ambiguous language in the contract here in question. 
In determining the rights and liabilities of parties to a written contract, 
the language used therein must be construed in harmony with the plain 
and generally accepted meaning of the words employed. Hammond 
v. Caton, 121 Colo. 7, 212 P.2d 845. In People ex rel. Park Reservoir 











1044 THE BANKING LAW JOURNAL 


Company v. Hinderlider et al., 98 Colo. 505, 57 P.2d 894, 895, it was 
said, inter alia: 


“Where the language used is plain, its meaning clear, and no 
absurdity is involved, Constitution, statute, or contract must be 
declared and enforced as written. There is nothing to interpret.” 


It is clear from the language of the bond that the liability of Guar- 
anty Co. is limited to instruments which have been “counterfeited or 
forged as to the signature of any maker, drawer, etc.” It is not con- 
tended here that a false signature appeared upon any of the invoices 
involved. The words “counterfeited or forged” even though not spe- 
cifically connected to the signatures upon an instrument, do not include 
in their meaning the making of a false statement of fact within the body 
of an instrument otherwise genuine. The Colorado statute defining 
forgery and counterfeiting is C.R.S. 53, 40-6-1, the substance of which 
is as follows: 


“Every person who shall falsely make, alter, forge, or counter- 
feit any . . . writing obligatory . . . shall be deemed guilty of for- 


”» 


ee 


In De Rose v. People, 64 Colo. 332, 171 P. 359, 360, L.R.A.1918C, 1193, 
- it was said: “To forge or counterfeit an instrument is to falsely make it.” 
Before developing the significance of “false making” it must be remem- 
bered that the four invoices were the invoices of Mr. Hood. In the 
heading of each invoice appears the name “George Q. Hood.” Fur- 
ther, plaintiff confirmed this by identifying the four invoices as each 
being “an invoice of George Q. Hood.” The invoices were what they 
purported to be—the true and genuine instruments of George Q. Hood. 
Thus there was no falsity with respect to the maker of the invoices. 
The only falsity consists of the statements contained in the invoices to 
the effect that George Q. Hood had furnished certain labor and material 
to the debtor. Therefore the question arises: Is there a “false making” 
of a genuine instrument which contains a false statement of fact therein? 

The significance of “false making” has been fully discussed in the 
last-cited case, De Rose v. People. In that case the defendant made 
a time sheet which he certified as correct and sent it in to his employer 
as the basis of payroll. The falsity was that he “padded” the time sheet 
by crediting the workmen with more days than they had worked. In 
reversing the conviction of forgery the court said: 


“This writing is what it purports to be: a true and genuine 
instrument, although it contains false statements. It is not a false 
paper, and the execution of such a document does not constitute 
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forgery. The prosecution failed to distinguish between falsely 
making an instrument, and making a false instrument, and this 
paper was not falsely made or forged. To forge or counterfeit an 
instrument is to falsely make it. The term ‘falsely make’ as used 
in the statute, refers to the paper itself as being false, and not the 
truth or falsity of its statements. The statute refers to the false 
making or altering, and not to the tenor of the writing or the facts 
stated therein. A false statement of fact in an instrument, which 
is itself genuine, by which another person is deceived and de- 
frauded, is not forgery. 

“State v. Young, 46 N.H. 266, 88 Am.Dec. 212; Territory v. 
Gutierrez, 13 N.M. 312, 84 P. 525, 5 L.R.A. (N.S.) 375; United 
States v. Glasener (D.C.) 81 F. 566. 

“So in this case, defendant, when he made up and signed the 
time roll, did not make a false writing. The document itself is 
genuine, and the fact that he made a false statement in the writ- 
ing, does not constitute the crime of forgery.” 


There is a striking similarity in the facts present in the instant case 
and those before the court in the De Rose case. The time sheet was 
genuine, and so were the four invoices. The time sheet contained an 
untrue statement of fact, and so did the four invoices. In this situation 
there was no “false making” of either instrument—the time sheet or 
the invoices. The clear result is that the four invoices were not “coun- 
terfeited or forged.” 

In saying that, “This writing is what it purports to be . . .,” the court 
in the De Rose case was reflecting another essential of the doctrine of 
false making, namely, that the acts relied on to constitute the “false 
making” must purport to be the act of another person. For a discussion 
of this essential element in cases involving the terms “counterfeiting” 
and “forgery” see the following: Marteney v. United States, 10 Cir., 
1954, 216 F.2d 760; Wright v. United States, 9 Cir., 1949, 172 F.2d 310; 
Goucher v. State of Nebraska, 1925, 113 Neb. 352, 204 N.W. 967, 41 
A.L.R. 227; State v. Adcox, 1926, 171 Ark. 510, 286 S.W.880,881. In 
State v. Adcox, supra, we find the following pertinent language: 


“The term ‘forge or counterfeit any writing whatever’ refers 
to the writing as being forged and not to the falsity of its state- 
ments. A false statement of fact in an instrument which is itself 
genuine, by which another person is deceived or defrauded, is not 
forgery.” 


The very recent case of State Bank of Poplar Bluff v. Maryland 
Casualty Co., 8 Cir., 289 F.2d 544, 545, 547, contains a clear analysis of 
the meaning of the words “counterfeited or forged” as used in a bond 
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in all respects similar to that in the instant case. The rule there an- 
nounced is unquestionably supported by the great weight of authority. 
The judgment is reversed and the cause remanded with directions to 
vacate the judgment and dismiss the action. 
DOYLE and McWILLIAMS, JJ., concur. 


Collecting Bank Not Liable For Forgery Where 
Draft Delivered to Impostor 


Rogelio Mesquite was an employee of Dean Specialty 
Works. Dean Specialty Works carried a group life insurance 
policy for its employees with General American Life Insurance 
Company. Upon Mesquite’s death, the San Antonio repre- 
sentative of the insurance company issued a draft drawn upon 
the insurance company payable to the order of Mesquite’s wife, 
who was his named bereficiary, and forwarded it to Dean Spe- 
cialty Works. Dean, however, delivered the draft to an im- 
postor. The impostor endorsed the draft, and presented it to 
National Bank of Commerce of San Antonio for collection; the 
latter required Dean to endorse the check for identification 
purposes. The check was paid in due course; thereafter, upon 
suit by the actual widow of Mesquite, the insurance company 
was forced to pay a second time. The insurance company asked 
for judgment over against the bank and also against Dean Spe- 
cialty Works for negligence in delivering the check to the wrong 
person. 

The court held that the bank’s guarantee of prior endorse- 
ments was a guarantee that the person to whom the draft had 
been issued had endorsed it, but not that the draft had been 
honestly procured from the drawer. This was an application of 
the impostor rule based upon the theory that the draft had 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 588. 
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been delivered to the person to whom Dean, the employer, 
intended, and that Dean had been acting for the insurance 
company representative who drew the draft. 


The court also held that Dean, in making the identification 
of the alleged widow, had not been negligent in relying upon 
a birth certificate, a marriage certificate and an insurance policy 
presented by her. General American Life Insurance Company 
v. National Bank of Commerce of San Antonio, Court of Civil 
Appeals of Texas, 348 S.W.2d 393. The opinion of the court 
follows: 


WALTER, J.—Rogelio Mesquite, Sr. was an employee of Dean 
Specialty Works. Dean carried a group life insurance policy with the 
\-eneral American Life Insurance Company and Mesquite had $3,000 in 
life insurance under such plan. His wife, Celia Martinez Mesquite, 
was the beneficiary. Rogelio Mesquite, Sr. died on the 31st day of 
March, 1955, and his brother Jesus Mesquite, brought an impostor to 
Dean and represented that she was the widow of Rogelio Mesquite, Sr. 
The impostor presented Dean with a birth certificate, marriage certifi- 
cate and a passport in support of her identity as Celia Martinez Mesquite. 
The San Antonio representative of the insurance company issued a 
draft for $3,000 payable to the order of Celia Martinez Mesquite, wife 
of Rogelio Mesquite, Sr., drawn on his principal, General Americaa Life 
Insurance Company, in care of the First National Bank, St. Louis, Mis- 
souri. The draft was mailed by said agent to Dean for delivery. The 
draft was delivered to the impostor. The impostor and Jesus Mesquite 
presented the draft to the National Bank of Commerce of San Antonio 
for collection. The bank was not satisfied with the identification of the 
woman and required Dean to endorse the draft for identification pur- 
poses. The impostor endorsed the draft with a signature purporting 
to be the true and genuine signature of Celia Martinez Mesquite, the 
wife of Rogelio Mesquite, Sr. The bank accepted the draft for collec- 
tion and placed the following endorsement thereon: “For Collection, 
Pay to the order of any Bank, Banker or Trust Co. May 4, 1955 Na- 
tional Bank of Commerce, San Antonio, Texas. Endorsements Guaran- 
teed.” When the draft was presented, it was paid. The National Bank 
of Commerce in due course of business received the $3,000 and issued its 
cashier's check for such amount to the impostor. Thereafter a lawyer 
in Mexico City, who represented the true widow of Rogelio Mesquite, 
Sr., demanded payment of the insurance, which was refused, and she 
filed suit against the company on the policy. 

The insurance company answered and asked for judgment over 
against the bank on its endorsement of the draft in the event judgment 
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was rendered against it by the true wife of the insured. The bank 
answered and asked for judgment over against Dean, in the event a 
judgment was obtained against the bank, alleging Dean was negligent 
in identifying the endorsee. The plaintiffs case against the insurance 
company was severed and she recovered a judgment from which no 
appeal was taken and the judgment has been satisfied. 


In the case at bar, in a non-jury trial, the court rendered judgment 
that the insurance company take nothing against the bank and Dean. 
The insurance company has appealed contending the court erred in 
sustaining the bank’s plea under the impostor rule and in failing to hold 
the bank liable for money had and received. It also contends the court 
erred in failing to hold Dean guilty of negligence by delivering the 
draft to a person other than the true beneficiary and payee. 


The evidence establishes that the impostor who received the $3,000 
was the same woman to whom Dean delivered the draft and the same 
woman who delivered the draft to the bank for collection; that the bank 
‘paid the money to the woman to whom Dean, acting for the insurance 
company, intended that it should be paid; that the bank accepted the 
draft for collection and paid the proceeds to the person to whom the 
draft was issued and to whom Dean, acting for the insurance company 
at the request of the insurance company, expected it to be paid; that 
the bank knew the impostor was the same person that Dean, acting 
for the insurance company at the request of the insurance company, 
desired that it be paid. 


We hold that the bank did not have the burden of detecting the fraud 
committed by the impostor, or of correcting the mistake made by Dean 
by delivering the check to the wrong person. “If the banks see that the 
very person to whom a check was issued and delivered has indorsed it 
in the form required, the indorsement is a genuine one, although the 
name used is a wrong one. They guarantee that the person to whom 
the check was issued has indorsed it, but not that the check was honestly 
procured from the drawer. Such is the so-called ‘impostor rule’, 7 Am. 
Jur., Banks, Sec. 599.” United States v. Continental-American Bank & 
Trust Co. et al., 5 Cir., 175 F.2d 271, 272. See also Townsend, Oldham 
& Co. v. Continental State Bank of Gorman, Tex.Civ.App., 178 S.W. 
564. 


The insurance company alleged that Dean was negligent in identify- 
ing the wrong beneficiary. It says, “The evidence was insufficient for 
the court to have found that the said appellee was not negligent.” Two 
brothers of the deceased identified the impostor as a true beneficiary. 
The impostor also presented Dean with a passport, a birth certificate, 
marriage certificate and an insurance policy which had been delivered 
to the deceased. The insurance company does not point out anything 
additional which Dean should have done and cites no authorities for 
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their position. Under the reasonable prudent man standard of negli- 
gence, we hold the evidence presented a fact question. , 

We have examined all of appellant’s points and find no merit in 
them and they are overruled. 


Judgment affirmed. 


Waiver of Notice Provisions in Note Does Not 
Apply to Customs of Trade 


Mr. Prusky, the president of Reliable Motors, Inc., an auto- 
mobile dealer, personally guaranteed a loan for the purchase 
of a new automobile, and in a security agreement note signed 
by him he waived “all notices to which [he] might be entitled.” 


Upon Prusky’s application to vacate a judgment obtained 
against him by the bank which financed the transaction, he al- 
leged that the bank had received notice of cancellation of a 
policy of insurance on the car but had failed to give him notice 
of the cancellation in violation of an existing custom; and that 
but for that breach of the bank's duty the car would have been 
covered by insurance and no loss would have been suffered by 
reason of a collision in which the car was involved. 


In vacating the judgment the court held that Prusky had 
been acting for Reliable Motors, Inc. and that the course of 
dealings between those parties and the custom existing in the 
trade, justified Prusky’s expectation that the bank would give 
notice of the cancellation of the insurance policy. The court 
also held that the president's waiver of notice applied to the 
terms of the agreement and not to a custom or usage of the 
trade outside of the four corners of the agreement. Provident 
Tradesmens Bank and Trust Company v. Pemberton, Superior 
Court of Pennsylvania, 173 A.2d 780. The opinion of the court 
follows: 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 616. 
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PER CURIAM. 
The order is affirmed upon the opinion of Judge Burch of the County 
Court of Philadelphia. 


RHODES, P. J., absent. 


FLOOD, Judge (dissenting). 

In the note signed by the defendant Prusky he waived “all notices 
to which [he] might be entitied.” This clearly includes notices to which 
he might be entitled by custom of the trade as well as those to which 
he might have been entitled under the terms of the note or the security 
agreement signed by him. This waiver is reinforced by his waiver in 
the security agreement “of all notices whatsover in respect of this agree- 
ment.” 

I see no justification for not giving to this explicit language its literal 
meaning in the case of this defendant who was an agent experienced 
in automobile sales transactions. Despite the contrary opinion of the 
majority of my colleagues and of the able and experienced trial judge, 
I feel obliged to dissent because I believe the language of this waiver 
is clear and capable of only one construction in this context. 

ERVIN, J., joins in this dissent. 

The opinion of Judge Burch follows: 

This is an appeal from an order making absolute a rule to open 
judgment entered by confession. The petition and rule was filed on 
behalf of one of the defendants, I. Prusky. 

Judgment was entered against both defendants on December 31, 
1959, and damages were assessed in the sum of $2,767.64. On February 
16, 1960, a rule to show cause why the judgment should not be stricken 
off or opened as to the defendant, I. Prusky, was granted. 

The petition in support of the rule avers that I. Prusky is president 
of Reliable Motors, Inc., a corporation engaged in the business of selling 
automobiles; that for a long time prior to July 28, 1958, plaintiff financed 
sales of automobiles made by Reliable Motors, Inc.; that on July 28, 
1958, Mary L. Pemberton agreed to purchase from Reliable Motors, 
Inc., a new 1958 Pontiac automobile; that the defendant, Prusky, brought 
Mary L. Pemberton to plaintiffs bank to arrange a loan so that she 
could make payment for the automobile; that the plaintiff required 
that insurance be placed on the automobile for fire, theft and collision 
as a condition to making the loan; that it was agreed between Prusky 
and W. G. Bellairs, Assistant Vice-President of plaintiff, that the trans- 
action should be handled on a security agreement basis rather than the 
usual form of installment sale contract which plaintiff and Reliable Mo- 
tors, Inc., customarily used; that it was also agreed that in the event the 
insurance should at any time lapse or be cancelled that plaintiff would 
promptly notify the defendant so that coverage could be arranged to 


to 
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protect the defendant in accordance with the express arrangement in all 
transactions in which plaintiff financed sales of automobiles by Reliable © 
Motors, Inc.; that it was the custom in Philadelphia in the sale and fi- 
na.acing of automobiles that if insurance on a financed automobile lapsed 
or was cancelled, the financing agency would notify the dealer so that he 
could protect himself. 

The petition further avers that on July 28, 1958, Mary L. Pemberton 
executed a Security Agreement and Prusky a Security Agreement Note; 
that Prusky arranged with one John P. Murdoch, an insurance broker, 
to issue a policy of insurance for a total premium of $168 which was 
included in the sales price of the automobile; that the policy provided 
that any loss would be payable to Mary L. Pemberton and plaintiff as 
their interests appear; that the defendant has been advised by plaintiff 
that some time in November, 1959, the automobile was damaged in a 
collision so that its value was reduced to about $500; that at the time of 
the collision, without the knowledge of the defendant or Reliable Mo- 
tors, Inc., the insurance had been cancelled by the insurance carrier and 
that plaintiff had been notified but in violation of the agreement with 
Prusky and in violation of the custom which existed plaintiff failed to 
give defendant notice; that except for the neglect by plaintiff of its 
agreement and duty the automobile would have been covered by in- 
surance so that no loss or damage would have been suffered by the 
plaintiff or by the defendant; that the 18% collection fee included in 
the judgment is unconscionable and improper, a $20 late fee is irregular 
and plaintiff did not credit defendant for the value of the automobile 
in the assessment of damages. 

The plaintiff filed an answer which admits that it did business for a 
long time with Reliable Motors, Inc., but avers that the relationship was 
terminated March, 1957 and that it only did business with Prusky in his 
capacity as president of Reliable Motors, Inc.; that because Mary L. Pem- 
berton was a bad credit risk the loan was approved solely upon the guar- 
anty of Prusky and as an accommodation to him; that he was advised 
that the plaintiff assumed no responsibility for insurance coverage but 
that it accepted title to the automobile and insurance coverage for the pro- 
tection of Prusky and as a special favor to him. 

The answer denies that W. G. Bellairs agreed with Prusky that in the 
event that the insurance lapsed or was cancelled that plaintiff would notify 
Prusky; that in the Security Agreement Prusky expressly waived all notices 
and agrees that his liability is absolute and unconditional; that there was 
no express agreement with Reliable Motors, Inc., while the relationship 
existed with reference to notification of lapse or cancellation of insurance. 
The answer further denies that it was the practice and custom in Phila- 
delphia in the sale and financing of automobiles for the financing agency 
to notify the dealer. of lapse or cancellation of insurance. 

The answer admits that at the time of collision the insurance had been 
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cancelled and that the plaintiff had notice prior to cancellation but denies 
that plaintiff had any duty to notify Prusky. 

The answer incorporates “New Matter” which avers that Reliable Mo- 
tors, Inc., placed insurance on the automobile through John Murdoch, an 
insurance broker. Said insurance was placed with Home Mutual In- 
surance Company of Philadelphia; that in January, 1959, the insurer paid 
a claim of $799 for damages to the car in question and subsequently can- 
celled the coverage effective June 1, 1959; that between January and June 
1, 1959, Murdoch talked to Prusky a number of times about replacement 
of the insurance with another company; that on July 9, 1959, plaintiff re- 
ceived an insurance policy from Atlas Insurance Agency, effective June 
12, 1959, to June 12, 1960, and that plaintiff does not know how or by 
whom this insurance was placed; that on August 10, 1959, Murdoch mailed 
a check to Reliable Motors, Inc., for a return of $25.16 as a result of the 
first cancellation; that on September 13, 1959, the then existing insurance 
coverage was cancelled for non-payment of premium; that this coverage 
was reinstated on September 29, 1959, and again cancelled effective No- 
vember 15, 1959. 

The defendant, I. Prusky, filed a reply to new matter which denies 
that Home Mutual Insurance Company had paid a claim of $799.00 or had 
cancelled the insurance effective June 1, 1959. The reply denies that de- 
fendant had talked with Murdoch at any time concerning replacement of 
insurance. It is averred that following the damage to the car in the acci- 
- dent of November, 1959, the defendant was informed by plaintiff that 
there had been a policy of insurance which had been cancelled after notice 
to plaintiff. The reply denies that Murdoch had mailed a check to Re- 
liable Motors, Inc., for a return premium of $25.16 but on information and 
belief it avers that the check was issued to Mary L. Pemberton and was 
received and used by her without the knowledge of the defendant. 

Depositions on behalf of the defendant were taken of I. Prusky and 
James E. Kirk. Prusky testified that Reliable Motors, Inc., had a relation- 
ship for about five years with the plaintiff whereby plaintiff acted as its 
financing agent. During this period Reliable Motors, Inc., would place in- 
surance through a broker and cause policies to be delivered to the plaintiff 
bank naming the bank as a loss payee. During this period whenever the 
policy lapsed or was cancelled the bank would notify Reliable Motors, Inc. 
He further testified that he arranged with Mr. Bellairs for financing of the 
sale to Mary L. Pemberton; that Bellairs suggested that because the formal 
arrangement with Reliable Motors, Inc., had terminated that the transac- 
tion should be handled as a security agreement but that Bellairs assured 
him that he would be protected by notification in case of lapse or cancel- 
lation of insurance. The plaintiff bank issued a check in the sum of $3,- 
136.60 payable to Reliable Motors, Inc., and although Mary L. Pemberton 
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was required to pay 6% interest the defendant received the usual dealer's _ 
discount and was only charged 444%. 

James E. Kirk testified that he had long experience as an employee of 
banks in connection with bank financing for automobile dealers; that there 
was an established custom for banks to notify dealers when insurance 
lapsed or was cancelled. The dealer received no notice direct from the 
insurance company or the broker because the bank was named as loss 
payee and the dealer appeared nowhere in the policy. 


The plaintiff took the depositions of John P. Murdoch and Walter G. 
Bellairs. Murdoch testified that he was an insurance broker and was also 
independently engaged in the business of buying and selling automo- 
biles; that he spoke to the person “whoever that person was” handling 
insurance for Reliable Motors, Inc., and advised such person of the 
cancellation of the policy covering Mary L. Pemberton; that he was 
instructed to mail the refund check to Mary L. Pemberton. 


Bellairs testified that he refused to handle the transaction as a dealer 
transaction because the contractual relationship between the bank and 
Reliable Motors, Inc. had terminated and that he set the transaction up 
as a secured transaction directly with Mary L. Pemberton and guaran- 
teed by Prusky. Although he personally had taken the affidavit to the 
plaintiffs answer to defendant's petition, and said answer denied that 
a custom existed whereby the financing agent would notify a dealer of 
lapse or cancellation of insurance, on cross-examination he admitted 
that such a custom did in fact exist. 


The primary issue to be determined is whether the transaction was 
in fact a “dealer” transaction, although it purports to be simply an or- 
dinary security agreement guaranteed by Prusky individually. Para- 
graph 2 of plaintiff's answer states: “. . . It is further denied that plaintiff 
did business at any time prior to July 28, 1958, or at any time thereafter, 
with I. Prusky in the financing of automobiles, other than in his capacity 
as President of Reliable Motors.” It is clear that the bank knew that 
Prusky was acting for Reliable Motors, which was actually the dealer 
financing the transaction. The bank issued its check to Reliable Motors, 
Inc., and gave Reliable Motors, Inc., the usual dealer's discount on the 
interest rate charged. 

Having determined that the transaction was in fact a dealer transac- 
tion, did the bank have the duty to notify the dealer that the insurance 
was cancelled so that the dealer could obtain a replacement of the policy 
in order to protect the dealer’s interest? 


Although the answer filed by the plaintiff denies that a custom exists 
requiring notice to a dealer and also denies that during the existence of 
the relationship between the bank and Reliable Motors, Inc. there was 
an express agreement providing for such notice to be given, the deposi- 
tions establish beyond question that a custom does in fact exist and 
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that the bank did actually give notice to Reliable Motors, Inc., when- 
ever a pclicy of insurance lapsed or was cancelled throughout the period 
that the bank acted as financing agent for Reliable Motors, Inc. 

The Commercial Code, section 2-202, 12A P.S. § 2-202, provides: 


“Terms with respect to which the confirmatory memoranda 
of the parties agree or which are otherwise set forth in a writing 
intended by the parties as a final expression of their agreement 
with respect to such terms as are included therein may not be 
contradicted by evidence of any prior agreement or of a contem- 
poraneous oral agreement but may be explained or supplemented. 

“(a) by course of dealing or usage of trade (Section 1-205 or 
by course of performance (Section 2-208); ....” 

Section 1-205 provides: 

“(1) A course of dealing is a sequence of previous conduct 
between the parties to a particular transaction which is fairly to 
be regarded as establishing a common basis of understanding for 
interpreting their expressions and other conduct. 


“(2) A usage of trade is any practice or method of dealing 
having such regularity of observance in a place, vocation or trade 
as to justify an expectation that it will be observed with respect 
to the transaction in question.” 


In the instant case the course of dealings between the parties and 
the custom existing in the trade certainly justified the defendant in ex- 
pecting to receive notice from the bank of cancellation of the policy of 
insurance. The bank receives notice from the insurer as a loss payee 
named in the insurance policy but the dealer as a stranger to the policy 
must rely on the bank to notify him so that he can protect himself by 
procuring new coverage. 

The surety agreement signed by Prusky contains a waiver of “all 
notices whatsoever in respect to this Agreement” and also a provision 
that the “undersigned’s liability under this agreement is absolute and 
unconditional and shall not be affected or released by reason of any 
action taken by Bank which is hereby consented or agreed to.” 

It is clear that said provisions apply to the text of the agreement 
and do not apply to a custom or usage of the trade which is binding 
on the parties irrespective of said text. 

The Uniform Commercial Code, Comment on Section 2-202 states, 
12A P.S. § 2-202, page 109: “Paragraph (a) makes admissible evidence 
of course of dealing, usage of trade and course of performance to ex- 
plain or supplement the terms of any writing stating the agreement of 
the parties in order that the true understanding of the parties as to the 
agreement may be reached. Such writings are to be read on the as- 
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sumption that the course of prior dealings between the parties and the 
usages of trade were taken for granted when the document was phrased. © 
Unless carefully negated they have become an element of the meaning 
of the words used.” 

In the instant case it cannot be said that the well established custom 
is carefully negated by the use of a printed form which contains words 
applicable to the text of the agreement itself without any reference 
to a custom or usage established outside of the four corners of the 
agreement. 

The Rule to strike off the judgment was discharged but for the fore- 
going reasons the Rule to open judgment was made absolute. 


Federal Tax Lien Accorded Priority Over Prior 
Assignment of Accounts Receivable 


The recurring question of the priority of Federal tax liens 
was presented recently to the Court of Appeals for the Seventh 
Circuit. Here the controversy involved a lender who took an 
assignment of accounts receivable as security for a loan prior to 
the assessment and filing of notices of tax liens against the bor- 
rower by the United States. Under Illinois law no filing was 
necessary to perfect the assignment of accounts receivable. 
The court, relying upon United States v. R. F. Ball Construc- 
tion Co., 355 U.S. 587 held that lien of the lender was inferior 
to the lien of the United States because it was not perfected 
or “choate.” United States v. Crest Finance Co., United States 
Court of Appeals, Seventh Circuit, 291 F.2d 1. The opinion 
of the court follows: 


DUFFY, C. J.—On January 5, 1959, Standard-Crowley-Jackson (Stand- 
ard) filed this action for interpleader against Crest Finance Co., Inc., 
(Crest), the United States and others. Thereafter, Standard paid $17,- 
369.94 into the registry of the United States District Court for the North- 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 821.2. 
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ern District of Illinois, subject to the decision of the Court as to which 
defendant or defendants shall recover. An order was thereafter en- 
tered dismissing the United States as party defendant, and granting the 
United States (Government) leave to file a complaint in intervention. 
On April 20, 1959, plaintiff filed an amended complaint making Road 
Machinery and Supplies Company (Road Machinery) and Peter Kiewit 
Sons’ Company (Peter Kiewit) additional parties defendant. 


Standard was the principal contractor for the construction of a por- 
tion of the Illinois Toll Road. On September 20, 1957, Standard and 
Twin Excavating Co., Inc., entered into a contract pursuant to which 
the latter furnished certain labor and materials for the road construc- 
tion. 

From March 21, 1958 through June 10, 1958, Crest made loans to 
Twin Excavating Co., Inc. which were secured by promissory notes and 
by assignments of accounts receivable of Twin Excavating Co., Inc. 
Each note provided that the accounts were pledged as security. The 
loans during this period totaled $67,722.53. 

The District Director of Internal Revenue assessed federal with- 
holding and social security taxes against Twin Excavating Co., Inc. 
with respect to wages paid to employees for services rendered between 
April 1, 1958 and September 30, 1958. The dates of the assessments 
were August 15, November 7 and November 14, 1958. Notices of the 
federal tax liens for said assessments were duly filed. On October 9, 
- 1958, a notice of levy was served upon Standard by the United States. 
It was admitted by Standard that it owed Twin Excavating Co., Inc. 
the sum of $17,369.94, and it was this amount that Standard paid into 
court. 


The Government admits that the claims of Road Machinery and 
Peter Kiewit have priority over its claims, but insists that it is entitled 
to the balance of the fund. Crest contends its liens which came into 
existence during the period March 1, 1958 through June 10, 1958, are 
prior and superior to all other claimed lien rights. Road Machinery and 
Peter Kiewit urge they are subcontractors who have perfected their 
liens under Illinois law and as such, have liens superior to the assignee 
of the contractor and superior also to the tax liens of the United States. 


The Revenue Act of 1928, § 613(b), 45 Stat. 875, provided that a 
government tax lien shall not be valid against any “mortgagee, pur- 
chaser, or judgment creditor until notice thereof has been filed. . . .” 
This was amended in 1939 to include “pledgee.” Revenue Act of 1939, 
§ 3672(a), 53 Stat. 882, 26 U.S.C. § 3672(a). Section 6323(a) of the 
Internal Revenue Code of 1954, 26 U.S.C. § 6323(a) now in effect, has 
taken the place of section 3672(a) of the 1939 Code, and provides, “Ex- 
cept as otherwise provided in subsection (c), the lien imposed by sec- 
tion 6321 shall not be valid as against any mortgagee, pledgee, purchas- 
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er, or judgment creditor until notice thereof has been filed by the Sec- , 
retary or his delegate. . . .” 

Under Illinois statutes, no filing or recording is required to perfect 
an assignment of accounts receivable. Ill.Rev.Stat.1959, ch. 121%, 
§ 221. Crest argues its liens were choate prior to the filing of the federal 
liens in that it was clearly established that Crest was the lienor, that spe- 
cific accounts receivable were subject to the lien, and that the amount of 
the lien was fixed. Crest cites United States v. City of New Britain, 347 
U.S. 81, 74 S.Ct. 367, 98 L.Ed. 520. 

The Government argues that what is a choate lien for this purpose 
is a question of federal law so that the characterization of a lien as choate, 
under state law is not controlling; that the relative priority of a federal 
lien for unpaid taxes is also a federal question. United States v. Acri, 
348 U.S. 211, 75 S.Ct. 239, 99 L.Ed. 264. 


The Government's main contention is that the assignments to Crest 
cannot be pledges within the meaning of section 6323(a) because Crest 
did not have possession of the assigned accounts. The Government ar- 
gues, in order to have an effective pledge under the common law and 
section 6323(a), the contract to pledge must be accompanied by a trans- 
fer of possession or control over the property or collateral pledged as 
security. 

The Government concedes that a chose in action can be the subject 
of an effective pledge, but argues that although the property is incapable 
of actual delivery to the pledgee, this does not dispense with the re- 
quirement of transfer of possession. In such a case, it argues, the 
pledgee must have possession and control over the documents which 
represent the property. 

Crest argues that it had done everything necessary to perfect the 
assignment under the Illinois statutes. In addition, the contract between 
the parties clearly indicates that a pledgor-pledgee relationship was in- 
tended. The contract included a “Schedule of Assigned Accounts” 
which listed the specific accounts that were to be collateral for the loans. 
Standard knew that the accounts were assigned. It made payments 
directly to Crest. The only thing that was not done, and which the 
Government contends made all the other actions futile, was the transfer 
of the pieces of paper that represented the accounts. 


It is well established that under the common law, a transfer of pos- 
session is an essential part of a valid pledge. 72 C.J.S. Pledges §§ 19, 
20. The Illinois Supreme Court has held that certain agreements which 
purported to sell and assign accounts receivable outright were, in fact, 
security transactions and the transfers were pledges. Dorothy v. Com- 
monwealth Commercial Company, 278 Ill. 629, 116 N.E. 143, L.R.A. 
1917E, 1110; Mercantile Trust Company of Illinois v. Kastor, 273 II. 
332, 112 N.E. 988. However, under Illinois law, an assignment of ac- 
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counts may be different from a pledge. Immel v. Travelers Insurance 
Company, 373 Ill. 256, 26 N.E.2d 114. The fact that the Illinois statute, 
Ill.Rev.Stat.1959, ch. 121%, § 220(c) provides that an assignment in- 
cludes a pledge, does not mean that every assignment is also a pledge. 

It is not necessary for us to decide whether the assignments here 
under examination were pledges under section 6323(a). However, we 
are required under United States Supreme Court decisions to hold that 
Crest’s liens were not perfected, or, in the language of the Court, “choate.” 

In United States v. City of New Britain, 347 U.S. 81, 84, 74 S.Ct. 
367, 370, 98 L.Ed. 520, the Court stated: “On the other hand, the fed- 
eral statutes do not attempt to give priority in all cases to liens created 
under the paramount authority of the United States.” Yet, in more re- 
cent cases, mostly in per curiam opinions, the Supreme Court seems to 
have imposed a standard of choateness that few competing non-federal 
liens can achieve, short of judgment. 

The New Britain case involved municipal liens for real property 
taxes and water rents. The Court ruled section 6321 of the Internal 
Revenue Code, 26 U.S.C. § 6321, under which the federal lien was 
created, “does not in terms confer priority,” and that the controlling 
principle is “first in time is the first in right.” The Court said the priority 
of competing liens depends on when they “attached to the property 
in question and became choate.” 

The Supreme Court decision which controls this case is United 
States v. R. F. Ball Construction Co., 355 U.S. 587, 78 S.Ct. 442, 443, 2 
L.Ed.2d 510. It is to be regretted that in deciding a question that 
would, necessarily, often be considered by the bench and bar, the reasons 
given by the majority for its decision were confined to less than three 
lines. The language used was: “The instrument involved being in- 
choate and unperfected, the provisions of § 3672(a), Revenue Act of 
1939, 53 Stat. 449, as amended, 53 Stat. 882, 56 Stat. 957, 26 U.S.C.A. 
§3672(a), do not apply.” Fortunately, the four Justices who dissented 
give us some insight as to the basis of the majority opinion. 

In the Ball case, a bonding company claimed priority under an as- 
signment given as security for payment of a contingent indebtedness 
which did not arise until after the filing of the notice of the federal tax 
lien. The bonding company contended its lien was within the privileged 
categories of mortgagee or pledgee under section 3672(a) (now § 
6323(a)). The District Court agreed with the bonding company that its 
assignment as collaters: security was a perfected contractual lien and, 
therefore, entitled to priority over the federal tax lien. The Court of 
Appeals affirmed, but the Supreme Court reversed in the five to four 
decision hereinbefore described. 

It is true that the New Britain case involved a statutory lien, but 
that fact is no ground for distinction, as in the Ball case the Court has 
imposed the same rigid standards in a case involving contractual liens. 
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In United States v. Chapman, 10 Cir., 281 F.2d 862, the taxpayer 
contracted to do construction work in Oklahoma. To secure payment — 
of loans, the taxpayer assigned his contract to a finance company. Sub- 
sequent to the assignment, the Government perfected tax liens against 
the property of the taxpayer. In an interpleader action to determine the 
distribution of a sum owing under the construction contract, the Court 
relied on the Ball case, and held that the finance company’s lien was 
inchoate and unperfected. The finance company attempted to dis- 
tinguish the Ball case on the ground that Ball involved an assignment 
to secure a future or contingent indebtedness, whereas the assignment 
here was to secure a present and existing debt. The Court cited with 
approval First State Bank of Medford v. United States, D.C. Minn., 166 
F.Supp. 204, and held that this distinction does not perfect an unperfect- 
ed lien. 

The amicus curiae attempted to distinguish the Chapman case on 
the ground that under Oklahoma law the assignment of the contract 
had to be recorded to be effective against third parties. However, there 
is nothing in the Court’s opinion to indicate that its decision was based on 
the Oklahoma statute. 

In the First State Bank of Medford case, supra, the bank loaned 
money to the taxpayer on the strength of a purported oral assignment 
by the taxpayer to the bank of money due from a contractor. The con- 
tractor was notified and had no objections to the assignment and there- 
after made payments to the bank. Subsequently, in 1954, the Govern- 
ment perfected tax liens against the property of the taxpayer. The bank 
did not realize until 1955 that the taxpayer was in financial difficulty, 
and then reduced its notes to judgment. The Court said the issue was 
whether the bank came within any of the classes set out in section 
6323(a). The Court, relying primarily on the Ball case, held the bank's 
lien was inchoate and unperfected. 

Again, the amicus curiae attempted to distinguish this case on the 
ground that the Minnesota statute required a “written” assignment. 
However, the Court said that the assignment was not invalid under the 
statute (166 F.Supp. at page 207) and based its decision on federal 
law (at pages 209-210). 

In Arthur Company v. Chicago Paints, Inc., D.C.Minn., 175 F.Supp. 
50, the taxpayer had a contract to paint certain structures. At the time 
of the suit, $9,000 was due the taxpayer under the contract. The bank 
had been financing the taxpayer and taking assignments of accounts re- 
ceivable as security for an open line of credit. The debtor was notified 
the account had been assigned. The federal lien was perfected after 
the account in question, representing the $9,000, was assigned to the 
bank. The Court, again relying on the Ball case, held that the bank’s 
lien failed to meet the test for preference over a federal tax lien. 

In view of the decision in United States v. R. F. Ball Construction 
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Co., supra, and the three additional cases decided after the Ball reci- 
sion, we hold Crest’s lien was not superior or prior to the lien of the 
United States. We must and do hold that Crest’s lien was not choate 
and perfected as those terms have been defined by the Supreme Court. 


We accept the concession of the Government that Road Machinery 
and Peter Kiewit, who are holders of mechanics’ liens, are prior and 
superior to the liens of the United States. 


The judgment of the District Court is 
Affirmed. 


Veteran’s Benefits Paid Into Share Accounts of 
Federal Savings and Loan Association Subject to 
Creditor’s Claim 


Title 38, United States Code, Section 3101(a) provides that 


“Payments of benefits due . . . under any law administered by 
the Veteran’s Administration . . . shall be exempt from the claims 
of creditors . . .” The question whether a share account in a 


federal savings and loan association which had been established 
and augmented by the committee of an incompetent veteran 
from moneys received from the Veteran’s Administration was 
exempt from the claims of creditors under that section arose 
when such share account was attached by a creditor of the 
veteran. 

The court noted that the Supreme Court of the United 
States has held that in order to carry out the intent of the statute 
the immunity granted by Section 3101(a) applies not only to 
such payments in the hands of the veteran but also to bank 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 1358.2. 
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accounts containing uninvested balances of the government 
payment. It held, however, that the acquisition of share ac- 
counts in federal savings and loan associations is not tantamount 
to an uninvested balance of payments from the Veteran’s Ad- 
ministration on deposit in a bank, but an investment of such 
payments which is subject to the claims of creditors. Aetna 
Casualty and Surety Company v. Porter, United States Court 
of Appeals, Dist. of Col. Cir., July 13, 1961. The opinion of the 
court follows: 


MILLER, C. J.—Aetna Casualty and Surety Company appeals from 
an order of the District Court quashing its attachment of certain share 
or investment accounts in federal savings and loan associations which 
were established and augmented by Porter’s committee from moneys re- 
ceived for him from the United States Veterans’ Administration. 

The situation which gave rise to the action should first be noted. 
Gore Properties, Inc., a corporation engaged in the real estate business 
in the District of Columbia, employed one William F. Hickey as resident 
manager of the Ritz Apartments, one of its properties. In the summer 
of 1952 Hickey hired the present appellee, Harry Clifford Porter, a non- 
commissioned officer in the United States Air Force, to paint the interiors 
of several apartment units in the development. The manager knew 
nothing about Porter except that he had seen him in military uniform, 
and made no investigation into his background or character. He direct- 
ed Porter to paint the apartment of one of the tenants, Miss Codie A. 
Whitman, a young lady who lived alone. Porter murdered Miss Whit- 
man, for which he was subsequently indicted. His later trial resulted 
in a verdict of not guilty by reason of insanity. 

After the murder, Miss Whitman's administratrix brought a wrongful 
death action against Gore, its manager, Hickey and the American Se- 
curity and Trust Company, Gore's collection agent, alleging they were 
negligent in hiring Porter without any investigation into his background 
or character, and in failing properly to supervise and control him. The 
trial court directed verdicts in favor of all defendants, and the plaintiff 
appealed. This court reversed and remanded as to defendants Gore and 
Hickey. 

The defense of the wrongful death action, had been undertaken by 
Aetna Casualty and Surety Company under the provisions of a policy of 
liability insurance which it had issued to Gore. Upon remand, counsel 
for Aetna effected a settlement of the suit, and the company paid the 
settlement amount. Thereafter under the subrogation provision of the 
Gore policy, Aetna sued Porter to recover the money it had paid in 
Gore’s behalf and was awarded judgment. On October 11, 1960, Por- 
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ter’s appeal therefrom was dismissed as frivolous by an order of this 
court. 

After obtaining this indemnity judgment, Aetna attached the check- 
ing accounts of Porter's committee and also the share or investment ac- 
counts in two federal savings and loan associations which stood in the 
name of the committee. The latter moved to quash the attachments on 
the theory that the bank checking account and the accounts in the fed- 
eral associations were statutorily exempt from the claims of creditors, 
because they were, as he alleged, payments received by the committee 
under a law administered by the Veterans’ Administration. The Dis- 
trict Court granted the motion to quash except as to the dividends 
which had been added to the accounts in the federal associations. Ap- 
parently conceding that the checking account was exempt, Aetna 
states in its brief that this appeal is from the District Court’s action “in 
quashing the attachments laid against the corpus of the investment ac- 
counts in the two savings institutions.” 

Thus, the question is whether share accounts in federal savings and 
loan associations held by a veteran’s committee are exempt from the 
claims of creditors because they were paid for with money received by 
the committee as “Payments of benefits due . . . under any law adminis- 
tered by the Veteran’s Administration .. . .” 

The Supreme Court had before it in Trotter, guardian, v. Tennessee? 
the question whether lands purchased by the guardian of a veteran 
with moneys received from the United States for the use of the disabled 
ward are subject to taxation. The World War Veterans’ Act, there in- 
volved, provided that “The compensation, insurance and maintenance 
and support allowance payments under Parts II, III and IV, respectively, 
shall not be assignable; shall not be subject to the claims of credi- 
tors . . . and shall be exempt from all taxation.” Mr. Justice Cardozo, 
writing for a unanimous court, said at pages 356-357: 

“. .. The moneys payable to this soldier were unquestionably exempt 
till they came into his hands or the hands of this guardian (McIntosh 
v. Aubrey, 185 U.S. 122). We leave the question open whether the 
exemption remained in force while they continued in those hands or on 
deposit in a bank [cases cited]. Be that as it may, we think it very clear 


188 U.S.C. sec. 3101(a) is, in pertinent part, as follows: 

“Payments of benefits due or to become due under any law administered by the 
Veterans’ Administration shall not be assignable except to the extent specifically 
authorized by law, and such payments made to, or on account of, a beneficiary 
shall be exempt from taxation, shall be exempt from the claims of creditors, and 
shall not be liable to attachment, levy, or seizure by or under any legal or equitable 
process whatever, either before or after receipt by the beneficiary. The preceding 
sentence shall not apply to claims of the United States arising under such laws nor 
shall the exemption therein contained as to taxation extend to any property purchased 
in part or wholly out of such payments. .. .” 


2290 U.S. 354 (1933). 





his 


ck- 
ac- 


the 


od- 
rs,* 
tee 
Jis- 
ids 
ip- 
ina 


AC- 


nd 
the 
by 


\is- 
- 
ee? 


led 
in- 
ce 
ly, 
di- 


ZO, 


pt 
sh 
he 
on 
2ar 












VETERAN’S BENEFITS 1063 


that there was an end to the exemption when they lost the quality of . 
moneys and were converted into land and buildings. The statute speaks 
of ‘compensation, insurance, and maintenance and support allowance 
payable’ to the veteran, and declares that these shall be exempt. We 
see no token of a purpose to extend a like immunity to permanent in- 
vestments or the fruits of business enterprises. Veterans who choose to 
trade in land or in merchandise, in bonds or in shares of stock, must 
pay their tribute to the state... .” 


Although the Trotter case left open the question whether the exemp- 
tion remains in force while the benefit payments remain in the veteran’s 
hand “or on deposit in a bank,” the Supreme Court thought it “very 
clear” that the exemption ends when the benefit payments are converted 
into permanent investments, land, buildings, bonds or shares of stock. 

Congress answered the first of these reserved questions by providing 
that the payments shall not be liable to process “either before or after 
receipt by the beneficiary” in section 3 of the World War Veterans Act 
of 1935. The second question was answered by the Supreme Court in 
Lawrence v. Shaw‘ when it said concerning bank deposits stipulated to 
be “uninvested balances” of the government payments: 


“.. . We hold that the immunity from taxation does attach to bank 
credits of the veteran or his guardian which do not represent or flow 
from his investments but result from the deposit of the warrants or 
checks received from the Government when such deposits are made in 
the ordinary manner so that the proceeds of the collection are subject 
to draft upon demand for the veteran’s use. In order to carry out the 
intent of the statute, the avails of the government warrants or checks 
must be deemed exempt until they are expended or invested.” 


The Supreme Court had occasion to construe 38 U.S.C., section 3101, 
in Carrier v. Bryant.5 Relying on Trotter v. Tennessee and Lawrence 
v. Shaw (supra) the court held that investments purchased with money 
received in settlement of benefits are not “payments due or to become 
due” which are statutorily exempt from the claims of creditors. 

The immediate question is, therefore, whether the acquisition of 
share accounts in federal associations is an investment of the type the 
Supreme Court said is not exempt, or whether it is tantamount to an 
uninvested balance of government payments on deposit in a bank, which 
has been held to be exempt. 

It appears that here the committee deposited in his ordinary check- 
ing account all government payments received by him. He paid out 
of that account the ordinary and necessary expenses incident to the 
veteran’s care and maintenance, and built up the accounts in the fed- 


3 49 Stat. 607, 609; 88 U.S.C. sec. 454 a. 
4300 U.S. 245, 250-1 (1987). 
5306 U.S. 545, 547 (1939). 
















1064 THE BANKING LAW JOURNAL 


eral associations by drawing from the checking account such sums as 
he thought could be withdrawn without jeopardizing its adequacy for 
the payment of current expenses. This was done under the authority of 
Rule 23 of the District Court which governs the investment of trust 
funds.® 


Obviously the committee created the accounts in the federal associa- 
tions so that he might obtain for Porter some income from funds not 
immediately needed for his maintenance, which could not be obtained 
so long as such funds remained on deposit in his ordinary checking ac- 
count. From this we conclude that the committee acquired the federal 
associations’ shares by way of investing that portion of the government 
payments which he considered to be surplus income over and above 
ordinary and necessary expenses. 


It may not be generally known, but it is nevertheless true, that fed- 
eral savings and loan associations are not obligated to permit with- 
drawals on demand, but only to honor withdrawal requests within 
thirty days. This fact not only sharply distinguishes the share accounts 
from ordinary bank deposits by preventing their use as checking ac- 
counts, but also stamps them with the characteristics of investments. 
A share account in a federal association is distinguishable from an or- 
dinary bank savings deposit in other respects: the owner of the share 
account becomes, by virtue of that ownership a voting member of the 
association and thus more nearly comparable to a stockholder of a bank 
than one of its depositors; and we have shown that, as a share account 
owner, he is not a creditor of the association as a depositor is a creditor 
of the bank. Indeed, the Home Owners Loan Act under which a federal 
association is created describes the purpose as “to provide local mutual 
thrift institutions in which people may invest their funds... .” (Em- 
phasis added.) While it is not a controlling consideration it should be 
noted that the yield on share accounts in a federal association is gen- 
erally higher than on deposits in savings banks (cf. Wisconsin Bankers 
Association v. Robertson, No. 16,212, decided this date). 


We think it clear that the committee’s accounts in the federal savings 
and loan associations were investments subject to the claims of creditors. 
It follows that the District Court erred in quashing the attachments. Its 
order will be set aside and the case will be remanded with instructions 


6 Rule 23 is in part as follows: 

“Investment of trust funds, unless otherwise provided in the instrument creating 
the trust, or except under extraordinary conditions set forth fully to the court, will 
ordinarily be sanctioned only when made in the obligations meeting the following re- 
quirements: . . . Section II-a. Federal Savings and Loan Associations, Building and 
Loan Associations, and Savings and Loan Associations. Investment shares, cer- 
tificates and deposit accounts in said institutions not exceeding $10,000.00 in one 
institution, providing such institution is located and doing business in the District 
of Columbia and its accounts are insured by the Federal Savings and Loan In- 
surance Corporation under the provisions of Subchapter IV, Title 12, of the United 
States Code.” 
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to deny the motion to quash and to grant the motion for judgment sub- 
jecting the share accounts to appellant’s judgment debt. 


It is so ordered. 


PRETTYMAN, Cir. J. (dissenting)—The clear purpose of the act 
“[t]o safeguard the estates of veterans derived from payments of pen- 
sion,” &c.,7 is to make these benefit payments available for use in the 
current maintenance and support of the veteran without interference 
by taxes or creditors. Consistent with this principle the courts have 
held that so long as the payments remain as a bank deposit they are im- 
mune from outside absorption;* but, when they pass into the form of 
investments in land or buildings (which would indicate they are not 
currently needed), they lose their immunity. Thus, to my mind, the 
cases clearly implement the basic Congressional purpose. 

In the case at bar the benefit payments were deposited in “Savings 
Account[s]” with federal savings and loan associations. This was not a 
disposition which made the funds difficult of availability for current pur- 
poses. The majority opinion points to rules of the associations requiring 
thirty days notice for withdrawal, but at least one of them advertises 
[Ex. C] that since its organization in 1907 its practice has been to pay 
withdrawals promptly upon demand; indeed my understanding (which 
is such common understanding that I can take judicial notice of the 
fact) is that no such association in Washington requires such notice. 
In respect to ordinary savings accounts banks generally reserve a right 
to demand thirty or sixty days’ notice,® but as a matter of custom the 
depositor can withdraw upon demand. Needs for current maintenance 
and support are not necessarily steady in amount month by month; 
such needs fluctuate; savings from the monthly income for several 
months may be accumulated to meet a recurrent need; a suit of clothes, 
potential doctors’ bills, repairs to a home are a few examples from many 
familiar items. And in the case before us there are the potential needs 
of rehabilitation. 


Of course the nature of some dispositions of funds is clear; purchases 
of land, stock, &c., on the one hand and regular checking accounts in 
banks on the other. It seems to me that the facts surrounding the de- 
posits we have here would be material, even dispositive, in the case. 
On the naked legalisms they might be one or the other. On the facts 
their nature might clearly appear. Thus, if they had been left on de- 
posit for a long time while current needs were met by other funds, or if 
their accumulation were much in excess of current needs (including a 
reasonable auxiliary reserve for contingencies) the deposits might clearly 
appear to be investments. But if the facts were that these deposits were 


749 Stat. G07 (1935). 
8 E. g., Lawrence v. Shaw, 300 U.S. 245 (1937). 
®See Mallett v. Tunnicliffe, 102 Fla. 809, 187 So. 238 (1931). 
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periodically used for current needs or if they were actually so needed 
and were available and the committee intended so to use them, their 
nature as current deposits might clearly appear. Deposits in these as- 
sociations may, as a bare legal matter, be one or the other. 

I would not decide this case upon niceties of legalisms as to a “de- 
posit” and an “investment.” I would decide it on the broad intention of 
the statute, as construed by the courts, and the plain, simple facts of 
the case. Here the committee put part of the benefit payments in ac- 
counts in financial institutions where by practice they are readily avail- 
able, meantime accumulating a small interest, surely as many a prudent 
person living on periodical payments would do; and now the committee 
says he wants to, and would, withdraw the funds for purposes of main- 
tenance and support of the veteran. 

The committee before us claims he can prove by documentary evi- 
dence that he actually needs, and would use, these funds to meet a bill 
already rendered him for current subsistence of this veteran. 

I would remand the case for a factual determination of the nature 
of these deposits, i.e., current deposits or investments in the sense in 
which the Supreme Court used that term in the Lawrence case. I 
suppose the burden of proof should be on the committee, since he alone 
has the requisite information. 


10 Supra, note 2. 


ILLINOIS BECOMES TWELFTH STATE TO ENACT 
UNIFORM COMMERCIAL CODE 


Illinois has become the twelfth state to adopt the Uniform 
Commercial Code. The bill which was enacted into law was 
a 700-page measure to become effective in July 1962. Passed 
earlier in the year by the Illinois Senate, it was approved by the 
House in an unusual vote of 160-0. The other states which 
have enacted the Uniform Commercial Code are: Pennsylvania, 
Massachusetts, Kentucky, Connecticut, New Hampshire, Rhode 
Island, Arkansas, New Mexico, Wyoming, Ohio and Oregon. 
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Digest of current decisions and reports 


in the field of commercial banking 


Notes Containing Provision for 20% Attorney's Fee 
Were Not Usurious 
Franklin National Bank of Long Island vy. Bush, New York Supreme Court, 
Nassau County, 219 N.Y. Supp. 2d 280 and 281 (two cases) 

In actions against corporate makers and individual guarantor of 
notes, court held that provision for payment of 20% attorney’s fee was 
reasonable, and did not render notes usurious; in any event, corporate 
makers could not interpose defense of usury or oral agreement to ex- 
tend time of payment and individual guarantors could not interpose a 
defense not available to makers. For similar decisions see B.L.J. Digest 
(Fifth Edition) § 111. 


Assignee of Notes Required to Look to Collateral 
Before Suing on Notes 
Chris v. International Export & Import Corp., New York Supreme Court, 
Nassau County, 219 N.Y. Supp. 2d 314 
Payee of notes had power to resort to collateral in event of default 
or to seek first the recovery of the loan through an action on the notes 
while preserving the collateral; but assignee of notes and collateral who 
acquired guarantors’ equity of redemption in collateral for nominal sum 
at execution sale had duty to look first to the collateral. For similar de- 
cisions see B.L.J. Digest (Fifth Edition) § 1280. 


Bank Liable for Misappropriation of Town Funds 
American Surety Company of New York v. St. Lawrence County National Bank, 
New York Supreme Court, Appellate Division, 218 N.Y. Supp. 2d 744 

Bank which paid checks drawn by town supervisor was liable for 
his misappropriation of town funds because there had been no com- 
pliance with statute relating to expenditure of town funds. For similar 
decisions see B.L.J. Digest (Fifth Edition) § 1225. 
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Beneficiary of Insurance Policy Assigned to Bank 
As Security for Note Not Subrogated to Bank’s Rights 
Against Accommodation Co-Maker 


Street v. Lincoln National Life Insurance Company, Kansas City 
Court of Appeals, 347 S.W. 2d 455 


Where life insurance policy was assigned to bank as security for 
notes executed by insured and accommodation co-maker, bank was en- 
titled to insurance funds upon death of maker and beneficiary of policy 
was not entitled to recover amount of policy from co-maker. For similar 
decisions see B.L.J. Digest (Fifth Edition) § 1280. 


Fidelity Insurer’s Claim Against Collecting Bank Upheld 


Aetna Casualty & Surety Company v. Lindell Trust Company, St. Louis 
Court of Appeals, 348 S.W. 2d 558 


In action by fidelity insurer against collecting bank which cashed 
checks payable to insured upon unauthorized endorsements, court held 
that insured’s receipt of payment for loss from insurer did not constitute 
an election of remedies which barred insurer’s claim against collecting 
bank, and that equities as between insurer and bank were in favor of 
insurer. For similar decisions see B.L.J. Digest (Fifth Edition) § 731. 


Lien Created by Conditional Sales Contract 
Superior to Federal Tax Lien 


Gauvey v. United States, United States Court of Appeals, 
8th Circuit, 291 F.2d 42 


Document denominated as a conditional sales contract was a mort- 
gage within meaning of Section 6321 of Internal Revenue Code, and lien 
created thereby was superior to federal tax lien although such document 
was not recorded until after the notice of tax lien was filed. For similar 
decisions see B.L.J. Digest (Fifth Edition) § 821.3. 
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Most of the regular 1961 state legislative sessions have been ad- 
journed by this time. State legislators of a few states have not as yet 
(November, 1961) gone home, but little banking legislation has been 
produced at the tag end of the 1961 legislative year except for several 
Pennsylvania enactments described below. 


PENNSYLVANIA: Act 608 is a recodification of credit union laws. 
According to the Pennsylvania Bankers Association, this enactment is an 
entirely new approach to the organization, operation and supervision of 
credit unions in the state. The former credit union laws are repealed 
and the new enactment applies to credit unions presently existing. The 
new statute provides in detail for the formation of credit unions and 
greatly tightens the supervisory provisions, as well as increasing the 
authority of the Department of Banking to make regulations to insure the 
safety and soundness of such institutions. Detailed provisions on liqui- 
dation are included for the first time in Pennsylvania. 

Some salient features of the new credit union enactment might be 
noted: 


(1) Investments are restricted to Federal, State, municipal and cer- 
tain public authority bonds and to insured building and loan shares. 
Formerly, credit unions had the investment powers of fiduciaries. 

(2) Mortgage loans by credit unions are limited to loans on residen- 
tial properties which are restricted to four families or less, 75% of mar- 
ket value, $20,000 maximum or 5% of capital of the credit union which- 
ever is less, a maximum term of 20 years and an aggregate total of 25% 
of capital. The former law provided no such limitations. 


(3) Credit union members may be employees of a common em- 
ployer and religious or fraternal groups. Heretofore membership was 
restricted to the first category. 

(4) Existing tax exemption is continued. 

Another Pennsylvania enactment is Act 704 which adopts the Uni- 
form Securities Ownership by Minors Act. Previous enactments are in 
Alabama, North Dakota and Wisconsin. This enactment provides that 
any bank, broker, issuer or transfer agent may assume without liability 
that a holder of a security is not a minor, in the absence of actual notice 
or knowledge, and prohibits a minor from later disaffirming a transaction 
respecting such security unless the person conducting the transaction 
had actual knowledge of the minority of the holder. 

Review of Uniform Laws enacted in 1961. Presented below is a sum- 
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mary of 1961 enactments of various uniform laws believed of interest 
to bankers. 

A. Uniform Commercial Code. Seven states enacted the Uniform 
Commercial Code in 1961. There is a possibility of Code enactment in 
two additional states, New Jersey and Wisconsin, where the legislatures 
have not, as of the time this is written, adjourned. The enactments so 
far this year, together with the effective dates are: Arkansas, December 
31, 1961; Illinois, July 1, 1962; New Mexico, December 31, 1961; Ohio, 
July 1, 1962; Oklahoma, December 31, 1962; Oregon, September 1, 1963; 
and Wyoming, January 1, 1962. 

The Code is already in effect in five states: Connecticut, Kentucky, 
Massachusetts, New Hampshire and Pennsylvania and is to become effec- 
tive in one additional state, Rhode Island, on January 2, 1962. 

Presented below is a summary of a few “optional” Code provisions 
as enacted in the seven states which adopted the statute in 1961. 

1. Filing of secured loans. All seven states require that where the 

‘collateral consists of fixtures to be attached to realty, filing is required 
in the office where a mortgage on the real estate concerned would be filed. 

Where the collateral is connected with farming operations, local filing 
is required in Arkansas, Illinois, Ohio, Oklahoma and Oregon. Filing in 
most other instances in Arkansas, Ohio, Oklahoma and Oregon is re- 
quired in both a central office and a local office. In Illinois, provision 
is made for central filing only, except where the collateral consists of 
fixtures or is connected with farming operations. 

Wyoming requires filing for most purposes on a local basis, but both 
central and local filing are required where the collateral consists of ac- 
counts. New Mexico requires local filing in most instances, where the 
collateral consists of goods, and central filing in other instances. 

2. Bulk Sales. Oklahoma included optional Section 6-106 of the Uni- 
form Commercial Code which requires the purchaser in bulk, in addition 
to complying with other requirements, to be responsible for application 
of the funds paid by him to satisfy the seller's scheduled debts. The 
other six states did not enact this provision. 

3. Note or acceptance payable at a bank. Ohio and Wyoming specify 
that a note or acceptance payable at a bank is equivalent to an order 
on the bank to pay the instrument. In effect, such an instrument has 
many attributes of a check. The other five states provide that a note 
or acceptance payable at a bank does not have such check-like charac- 
teristics. 

4. Direct returns. Oregon did not enact Uniform Commercial Code 
Section 4-212 (2) which permits a payor or collecting bank to directly 
return an unpaid item to the first bank taking it for collection, by-passing 
intermediary banks which had handled the item for collection purposes. 
All other Code states have enacted this provision. 
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5. Branch as separate bank. Illinois, New Mexico and Ohio provide 
that, for purposes of collecting checks and other items, a branch is to be 
considered as a separate bank. Arkansas, Oregon and Wyoming provide 
that a branch maintaining its own deposit ledgers is a separate bank for 
collection purposes. In the latter three states, a branch which does not 
keep its own books and ledgers is not a separate bank. Oklahoma 
omitted this Code provision ( Uniform Commercial Code Section 4-106) 
entirely, apparently because branch banking except for “drive-ins” is 
prohibited there. 

B. Required protesi. Various banking groups have backed an amend- 
ment to Section 129 of the Uniform Negotiable Instruments Law which 
would define an “inland” bill of exchange as one which is, or on its face 
purports to be, both drawn and payable within the United States. The 
Uniform Commercial Code has a similar provision as Section 3-501 (3). 

The Negotiable Instruments Law version is, however, a bit broader 
than the Code version since the former defines the United States as cov- 
ering virtually every place where the flag flies while the Code limits its 
definition to the states and territories and the District of Columbia. 

The effect of the Negotiable Instruments Law amendment and the 
Code provision is that protest is not required upon dishonor of any draft 
or check unless it shows on its face that it is drawn or payable outside 
the United States. Thus protest as a requirement of law will be virtually 
eliminated if all states adopt the Negotiable Instruments Law change or 
the Code. 

The unamended version of Negotiable Instruments Law Section 129 
requires protest upon dishonor of a bill of exchange or check which 
shows on its face that it is drawn in one state and payable in another 
state. Failure to make “required” protest discharges the drawer and 
indorsers. 

In 1961, Florida, Iowa, Minnesota, Montana, Nebraska, North Da- 
kota, South Dakota, Utah and Wisconsin enacted the Negotiable Instru- 
ments Law amendment. California, Mississippi and New York enacted 
the amendment prior to 1961. Illinois also previously enacted the amend- 
ment but then took the Uniform Commercial Code. 

At the present time, 25 states have either the Negotiable Instruments 
Law amendment or the Code and thus limit “required” protest to inter- 
national drafts or checks. 

C. Fictitious payees. A number of states have amended Section 9 
of the Uniform Negotiable Instruments Law to provide that an instru- 
ment is bearer paper, negotiable by delivery, where it is made payable 
to a fictitious, non-existing or living person not intended to have any 
interest in the paper and such fact is known to the agent of the drawer 
who supplies the name of such payee, as well as where such fact is known 
to the signer of the instrument. A similar provision is set forth in Section 
3-405 of the Uniform Commercial Code. 
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Texas enacted the “fictitious payee” amendment to the Negotiable 
Instruments Law in 1961. Thus 31 states now have either the Code or 
Negotiable Instruments Law version of the “Fictitious Payee” Act. 

D. Other Uniform Laws enacted in 1961 

1. Uniform Trust Receipts Acts: North Carolina and West Virginia. 

This statute regulates financing transactions through the use of trust 
receipts and permits financing of goods which come into the possession 
of a borrower for purposes of sale. Under the Act, a lender may obtain 
a security interest in such goods valid against all except buyers in ordin- 
ary course. The security interest also attaches to identifiable proceeds 
from the sale of such goods for a limited period. The Act had been 
adopted in 27 Non-Code states prior to 1961. Article 9 of the Uniform 
Commercial Code covers the same ground; the 13 Code states also have 
the essence of the Act. 

2. Uniform Act for Simplification of Fiduciary Security Transfers: 
Alabama, Arizona, Florida, Indiana, Kansas, Minnesota, Nebraska, North 
Dakota, South Dakota, Utah, Washington and West Virginia. 

The purpose of this Act is to eliminate the excessive burden of docu- 
mentation required in connection with transfers of securities by fidu- 
ciaries. The Act is integrated with Article 8 of the Uniform Commercial 
Code; both the Act and the Code are suitable for adoption by the same 
state. 22 states and the District of Columbia enacted the Act prior to 1961. 

3. Uniform Testamentary Additions to Trusts Act: Arizona, Con- 
necticut, New Hampshire, North Dakota, Oklahoma, South Carolina, 
Tennessee and West Virginia. 

This Act permits a gift by will to a trust already in existence or 
created at the time the will is executed. The gift may be made to a trust 
whether set up by the testator or by someone else, and may be made to a 
life insurance trust. Such a gift is valid even where the trust is revocable 
or subject to amendment and even where a trust is actually amended. 
There are no prior enactments of this Act, although some states have non- 
uniform laws validating “pour over” to an existing trust. 

4. Uniform Gifts to Minors Act: Colorado, Ohio, Rhode Island and 
South Carolina. 

This Act permits gifts of money for investment purposes and of 
securities to minors without the necessity of 2 formal trust or guardian- 
ship arrangement. With certain limitations, a gift under this Act is a 
completed gift for tax purposes. The Act was enacted by 43 states prior 
to 1961. 

5. Uniform Common Trust Funds Act: Iowa. 

This Act permits banks or trust companies to establish one or more 
common trust funds. There are no detailed restrictions on investment 
powers on such common trust funds except that investment must be 
made in securities legal for trust investment in the particular state. Such 
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common trust funds are subject to Federal Reserve regulations. The 
Act was enacted in 28 states prior to 1961. 

6. Uniform Supervision of Trustees for Charitable Purposes Act: 
Illinois and Michigan. 

This Act requires registration of charitable trusts with the Attorney 
General of the particular state and also requires periodic reports to that 
official. In addition, the Attorney General has certain regulatory powers. 
California enacted the Act prior to 1961. 

7. Uniform Securities Ownership by Minors Act: Alabama, North 
Dakota, Pennsylvania and Wisconsin. 

This Act has already been discussed in connection with the Pennsy]- 
vania enactment above. There were no enactments prior to 1961. 


ATTORNEY GENERAL RULES ON NEW 
MARYLAND SAVINGS AND LOAN LAW 


The Attorney General of Maryland has recently handed down 
a ruling with respect to the new state law regulating savings 
and loan associations. He ruled that the Maryland legislature 
exceeded its authority in attempting to restrict the establishment 
of branches by federally chartered building and loan associa- 
tions. The opinion points out that the new state law gives to 
federal associations in the state all the privileges to which a state 
association is entitled except insofar as it would conflict with 
federal statute or regulation. Since the Federal Home Loan 
Bank Board already has the right to regulate the establishment 
of branches of a federal building and loan association, the Mary- 
land legislature is precluded from regulating them in this regard. 











TRUST DECISIONS - 


Digest of current decisions pertaining to the law of trusts, wills, 


estates, descent, distribution and corporate fiduciaries 





Court May Rule on Rights of Trustee. and Consultant 


Estate of Gilmaker, California District Court 
of Appeals, 192 A.C.A. 598 (1961) 


Under the terms of a testamentary trust, the corporate trustee was 
given powers to invest and reinvest in all kinds of property. The trustee 
was not, however, permitted to sell any trust property or make any in- 
vestment without notifying the decedent’s son and receiving approval by 
him. The trustee petitioned for instructions, alleging that it had made 
many recommendations for investments, but that the son had rejected all 
of them. The son contended that the trustee had violated its duties by 
petitioning for instructions. Held: The court has jurisdiction to hear 
the petition. However, the son’s approval is required in each instance, 
even though the trustee has the sole power of investment. 





Trustee Does Not Have Lien Against Trust Property 


Wasserman vy. Locatelli, Massachusetts Supreme 
Judicial Court, June 22, 1961 

The trustee had served as attorney for a wife in a divorce proceed- 
ing. After the divorce action, the attorney opened an account in his 
own name as trustee for the wife, in which he deposited checks from 
the wife endorsed to him for deposit in his trustee’s account. When 
a conservator was appointed for the wife, the trustee turned over the 
assets of the “trust” except for amounts allegedly due him for services 
as trustee and as attorney for the wife. Held: The trustee had no lien 
for services performed for the “beneficiary” as an individual. Although 
‘is failing to turn over assets was a technical violation of his fiduciary 
duties, there was not substantial prejudice to the interests of the wife, 
and the trustee did not thereby forfeit the right to compensation as 
trustee. 


Litigation Expenses May Be Recovered from Decedent's Estate 


Prior Lake State Bank v. Groth, Minnesota Supreme 
Court, March 10, 1961 


Decedent had been a cashier of a bank, and, after his death, the 
bank contended that the decedent had caused certain shortages in its 
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accounts. The surety company which had bonded the deceased em- 
ployee denied liability, and the bank instituted litigation to recover 
from the surety. Judgment was rendered in favor of the bank. The 
bank then instituted an action against the decedent's estate to recover 
accountant’s and attorney’s fees involved in the litigation against the 
surety. The estate defended on the ground that no wrongdoing by the 
decedent was the cause of litigation, since the decedent could not have 
known that the bank would deny liability. Held: The estate is liable. 
Litigation was a natural and forseeable consequence and result of the 
tortious conduct of the decedent. 


First Cousins Were Nearest of Kin of Collaterals 
Todd vy. Ehresman, Indiana Appeals Court, June 14, 1961 


The decedent died intestate survived by first cousins, first cousins 
once removed and first cousins twice removed. His parents and grand- 
parents had pre-deceased him. The statute provided that “If there is no 
surviving issue, or parent, or issue of a parent, or grandparent of the 
intestate, then to the issue of deceased grandparents in the nearest 
degree of kinship to the intestate per capita without representation.” 
Held: Under the statute only those persons “nearest in kinship to the 
intestate” who survived the decedent could inherit from him. Therefore, 
the first cousins were entitled to inherit from the decedent and the first 
cousins once removed and the first cousins twice removed were pre- 
cluded from any inheritance. 


Executor May Not Be Substituted Retroactively 


Talbot v. Ledgewood Circle Shopping Center, Inc., United States 
District Court, Eastern District New York, May 29, 1961 


While an action brought by the decedent was pending, he died and 
a motion was made to substitute his executors as parties plaintiff nunc 
pro tunc. In a prior proceeding two depositions taken by the decedent's 
attorneys after his death were suppressed on the ground that the attor- 
neys had no authority to act. Held: An application for a substitution of 
parties nunc pro tunc is granted at the court’s discretion and it will not 
be granted if rights of others during the intervening period would be 
prejudiced. To have allowed a nunc pro tunc substitution in this case 
would have amounted to a reversal of the court’s prior holding and for 
this reason the court denied the application for a substitution nunc pro 
tune. 





TRUST AND ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 


on trusts, estates and gifts. 


Authority to Transfer Without Waiver Clarified 


Letter of Counsel, New York State Department of Taxation 
and Finance, August 31, 1961 

By amendment of March 23, 1961, effective April 7, 1961, the regu- 
lations of the State Tax Commission were changed to allow the transfer 
by a bank or trust company of cash or deposits in its control, or open- 
market securities, in the name of a decedent, up to $2,000 in value, 
without the necessity of written consent by the Tax Commission. Held: 
‘The regulation is construed to allow the transfer of cash and securities 
as described up to a value of $2,000 of each, the limitation being separate 
as to the two categories. 


Waivers Not Required for Interest in Pension Trust 
Bureau Ruling, New Jersey 


The written consent of the Director of the Division of Taxation of 
the New Jersey Department of Treasury is not necessary in connection 
with the distribution of the proceeds of a pension and profit-sharing 
trust owned by a decedent, a resident of New Jersey. However, a cor- 
poration organized under the laws of New Jersey has the duty of ob- 
taining such written consent in connection with the transfer of shares 
of stock owned by a resident decedent as part of his interest in the 
pension and profit-sharing trust. 


Decedent Taxed on One-Half of Jointly Owned Property 
Pearl McKimmey v. District of Columbia, 
District of Columbia Tax Court, June 15, 1961 


A sister of the decedent purchased with her own funds certain cor- 
porate stocks that were then held in the joint names of the sister and 
the decedent. During the decedent's life, the sister exercised complete 
control over the stocks and received all the income from them. Held: 
One-half of the value of the stocks is includible in decedent’s estate. 
The reason for so holding title was to insure that the decedent would 
succeed to them if she survived, and such joint property is clearly taxed 
as to one-half by the statute. 
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Massachusetts Widow’s Allowance Qualifies for Marital Deduction 
Estate of M. G. Rudnick v. Commissioner of Internal Revenue 
United States Tax Court, September 15, 1961 


Decedent’s widow received an allowance from his estate under Mas- 
sachusetts law in the amount of $10,000 for “necessaries for herself and 
family under her care.” The Commissioner disallowed the marital de- 
duction with respect to this amount on the ground that it was a termin- 
able interest. The widow’s allowance will fail if she dies before the 
awarding decree becomes final, but thereafter the award is vested. 
Held: The allowance is not a terminable interest, and qualifies for the 
marital deduction. Moreover, since no amount of the allowance was 
allocable between the widow and her “family,” no one other than the 
widow had an interest in the award. 


Capital Gains Tax Allocated to Principal 
Estate of Beatrice V. Simmons, New York Surrogate’s Court, 
New York County, 146 NYLJ 6, August 25, 1961 
Under the terms of a testamentary trust, all dividends paid in the 
stock of the declaring corporation were to be treated as income and 
paid to the income beneficiary. The trustee received a 100 per cent 
stock dividend which was paid to the income beneficiary. Subse- 
quently, the remaining shares were sold, and primarily because of the 
reduction in tax basis occasioned by the prior stock dividend, a capital 
gain was realized. Held: The capital gains tax must be paid from 
principal in its entirety. An allocation of the tax between principal and 
income would “unduly complicate the trust administration.” Moreover, 
the interest of the testatrix was manifest to give liberal benefits to the 
income beneficiary, even to the ultimate detriment of remaindermen. 


Income Tax Deductions May Reduce Marital Deduction 
Estate of N.B.T. Roney v. Commissioner of Internal Revenue, United States 
Court of Appeals, Fifth Circuit, October 13, 1961 

Decedent’s widow was the residuary legatee of his estate. As execu- 
trix of his estate she charged the expenses of administering the estate 
against estate income and deducted them on the fiduciary income tax 
returns. In filing the estate tax return, the executrix claimed a marital 
deduction based on the value of the residuary estate without reduction 
for administration expenses. Held: In computing the estate tax marital 
deduction, the value of the residuary legacy which passed to the sur- 
viving spouse is to be reduced by the amount of administration expenses 
chargeable under state law to such residue, even though the expenses 
were properly deducted on the estate’s income tax returns. 











INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 





The Problem of Investing 


This country entered the 1960's 
in a buoyant spirit, confident that 
our expanding population, improv- 
ing technology, and rising standard 
of living augured great gains for 
the economy. And barring unpre- 
dictable international disturbances, 
there is little reason to doubt that 
this decade will witness substantial 
growth. 

This view is endorsed by Eugene 
C. Zorn, Jr., vice president and 
economist of the Republic National 
Bank of Dallas, who, however, 
urges a new look-see at trust invest- 
ment policy. The investment en- 
vironment of the 1960’s, he ob- 
serves, is likely to be much different 
than that of the 1950's, and this 
change in background should be 
recognized in the formulation of 
policies. 

“Trust men,” remarks the Repub- 
lic National Bank officer, “know 
that the day has long since passed 
when one might feel comfortable 
in placing all his funds in assets 
of highest credit quality with a 
fixed-income and maturity value. 
By the same token, neither has the 
time arrived when one can shun 
fixed-value investments and can 
place all his chips in real estate 
and common stocks.” During most 
of the past decade, he points out, 
the weight of economic forces fa- 
vored equity investments. How- 
ever, since we are confronted with 
a new set of economic conditions, 
the projection of past trends into 
the future may prove more con- 
venient than accurate. And al- 
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though our economy may never be 
completely free of an inflationary 
bias, the latter is perverse in its 
effects upon the performance of 
different industries, individual 
businesses, and classes of invest- 
ments. 


Economist Zorn highlights the 
changes in investment environment 
as follows: 

“First of all, the structure of rela- 
tive values has shifted. The spread 
between rates of return on bonds 
and common stocks has been re- 
versed. In the early stages of the 
bull market in 1950, the average 
dividend yield on a selected list of 
200 common stocks was 6.3 per 
cent. Today it is only about 3 per 
cent. On the other hand, a repre- 
sentative group of corporate bonds 
yielded, on the average, 2.9 per 
cent interest in 1950, whereas to- 
day the average is 4.7 per cent. 
Thus, a decade ago the rate of re- 
turn available was 3.4 per cent in 
favor of common stocks. At present 
it is 1.7 per cent in favor of bonds. 


“This shift has meant, of course, 
a concomitant revision of bond and 
stock prices. The average high- 
grade corporate bond purchased in 
1950 would be worth in the market 
today only 77 cents on the dollar. 
On the other hand, a dollar invested 
in 1950 in the list of 200 common 
stocks would be worth about $3.35 
today. Furthermore, it would make 
considerable difference as to which 
stocks were chosen. If the invest- 
ment were made in a group of in- 
dustrial stocks, the dollar value 
would have increased to $3.55, as 
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against $2.90 for public utilities, 
and only $2.00 for railroads.” 

Considerable risk may flow from 
a placid projection of past trends, 
in the confidence that similar re- 
sults will obtain in the future. It 
would be foolish to expect a dupli- 
cation of the economic and political 
developments of the 1950's or that 
such events—which profoundly af- 
fect investment values and yields 
—would have the same impact, ei- 
ther in result or in degree. Specifi- 
cally, Mr. Zorn observes that the 
past decade witnessed the adjust- 
ment of our markets to the heavy 
Federal debt and growth in money 
and other liquid assets generated 
by World War II and the Korean 
conflict. At the outset, there was a 
rigid low interest rate policy; at the 
end there was a flexible monetary 
policy firmly rooted in the mech- 
anism of economic stabilization. 
The decade witnessed a broad pub- 
lic interest in common stocks as a 
presumed hedge against inflation; 
there was also a significant change 
in the attitude of important institu- 
tional investors, including trust 
companies, in favor of equities. 
There also developed a widespread 
confidence in our economy’s ability 
to correct recessions and in an as- 
sured—and perhaps guaranteed— 
economic growth arising from our 
anticipated population explosion 
and improved technology. 


But other considerations also 
evolved during this period, as Mr. 
Zorn reminds us. We are now com- 
ing to understand the drain on our 
resources which was imposed by 
the significant portion of our eco- 
nomic effort allocated to defense 
and to the aid of our allies. We are 
becoming increasingly aware of the 
perverse effects of inflation and 
their interference with stability and 
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long-range growth. And where 
shortages previously persisted in 
key sectors of the economy, there 
now exists excess capacity. Another 
contrast with a decade ago is the 
keen economic competition that 
has emerged among rapidly devel- 
oping industrial nations and re- 
gional trade groups. Furthermore, 
our balance-of-payments problem 
in our transactions with the rest of 
the world—whether we like it or 
not—imposes a severe discipline 
upon our domestic economic poli- 
cies. 

In the years ahead, it is against 
this latter background—a new set 
of conditions—that investment de- 
cisions must be formulated. These 
forces will have a significant effect 
on financial markets and relation- 
ships; the complexity of the situa- 
tion will require constant flexibility 
in attitudes and decision-making of 
the trust officer. 


“In the light of our nation’s re- 
sponsibilties toward world eco- 
nomic leadership,” concludes Mr. 
Zorn, “there is real danger in sub- 
scribing to such assumptions that 
‘inflation is inevitable’ or that “eco- 
nomic growth will enable common 
stocks to outperform bonds.’ Prices 
will always be formulated in in- 
dividual markets. One can find 
many such markets, even during 
the past decade, where there has 
been no inflation at all. Similarly, 
although we can anticipate a good 
climate of growth in these years 
ahead for the economy as a whole, 
the competition will indeed be 
fierce. Not only will individual 
companies be competing among 
themselves for shares of particular 
markets, but new products and ser- 
vices will be seeking to wrest pur- 
chasing power from those in which 
it now resides. This will have an 
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important bearing upon the price 
structure of various lines of busi- 
ness, on their profit margins, their 
ability to pay dividends, and natur- 
ally upon the value of an invest- 
ment in them. The investor, under 
these circumstances, can ill afford 
to sit back, ‘rattle a skeleton of in- 
flation in the closet,’ and assume 
that his investments will remain in 
good shape because of bright de- 
cisions he made in the 1950's, or in 
1961. Constant attention to the 
forces of change will be impera- 
tive!” 


Bank Mergers 


The Bank Merger Act of 1960 
prescribes seven factors to be con- 
sidered by a Federal supervisory 
agency in reviewing a proposal for 
a bank merger. Six of these factors 
relate to banking questions; the 
seventh is the effect of the merger 
on “competition including any ten- 
dency toward monopoly.” The 
Act requires the supervisory 
agency considering the merger to 
obtain comments from the Attor- 
ney General and the other two 
supervisory agencies on the com- 
petitive factors involved in the 
merger. The agency must then 
consider all seven factors in reach- 
ing its decision on the proposal. 


Senator A. Willis Robertson, 
Chairman of the Senate Committee 
on Banking and Currency, declares 
that “It is entirely clear that under 
the Bank Merger Act the seventh 
factor —the effect of the merger 
on competition — is not controlling 
in the decision of the supervisory 
agency, and that the views of the 
other agencies and the Attorney 
General on the competitive factors 
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are not controlling...” In this 
connection, he points to the defeat 
of the O'Mahoney amendment to 
the Act in 1959, which, in effect, 
would have given the Attorney 
General a veto over mergers.* 


In the opinion of Chairman 
Robertson, Section 7 of the Clayton 
Act is not applicable to bank merg- 
ers. He notes that “All the testi- 
mony on the subject during the 
consideration of the Bank Merger 
Act was to the effect that section 7 
did not apply to bank mergers, 
which are virtually never effected 
by stock acquisition. Among 
those who took this view were 
Judge Barnes in 1956, Attorney 
General Brownell and Judge Han- 
sen in 1957, Deputy Attorney Gen- 
eral Walsh and Governor J. L. 
Robertson of the Federal Reserve 
Board in 1959 and Acting Assis- 
tant Attorney General Bicks in 
1960. Conceivably the Supreme 
Court will rule the other way, but 
again, I do not think that Con- 
gress intended or expected this 
result. .. .” 

Senator Robertson also questions 
whether the Supreme Court would 
hold that the Sherman Act applies 
to bank mergers, pointing out that 
the Congress which passed the 
Sherman Act in 1890 certainly did 
not expect or intend this to be the 
case; however, he also observes 
that “The Supreme Court can 
write banking into the Sherman 
Act just as its predecessors wrote 
insurance into that act. But I trust 
that if the Court does so, it will at 
least not make the pretense that it 
is following the will of Congress.” 

“Instead of trying to get the 
courts to rewrite the antitrust laws 
and the Bank Merger Act,” the 


* Senator Robertson’s comments were made in the Senate on July 20, 1961 and 
were expanded in the Congressional Record of July 28, 1961. 
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Senator continues, “and instead of 
trying to get Congress to amend 
the Bank Merger Act, I think the 
bank supervisory agencies should 
be given a real opportunity to ad- 
minister the Bank Merger Act as 
the Congress wrote it.” 


Interest Rates 


A stable or slowly declining 
trend of interest rates is probable 
over the next five years or so, de- 
clares New York University Pro- 
fessor Jules I. Bogen. 


In formulating this conclusion, 
Professor Bogen appraises four ba- 
sic forces which are expected to 
govern the demand and supply of 
funds over this period. This ap- 
praisal, obviously, is predicated on 
the assumptions that there will be 
no major war; no massive rise in 
defense spending will occur; the 
absence of any dollar crisis. 


Three of these basic forces affect 
the demand for funds. These are 
the price level, consumer demand 
for homes and durable goods, and 
business financial requirements. In- 
tensified competition, both domes- 
tic and foreign, indicates a more 
stable trend of commodity prices. 
Stable prices, in turn, mean that 
borrowing needs will not be in- 
creased by rising costs of goods 
and suggest a much slower growth 
in the demand for money than was 
experienced during the inflationary 
trend of the past twenty years. 
With regard to homes and consum- 
er durables, the relatively low level 
of family formation over the next 
five years does not spell out as vig- 
orous a demand for these items. In 
the business sector, cash flow from 
depreciation will rise from $25 to 


$30 billion per annum during the 
next five years and will diminish 
the amount of borrowing that busi- 
ness will require; in the event that 
new tax measures further liberalize 
depreciation allowances, borrow- 
ing needs should be correspond- 
ingly reduced. 


The fourth basic factor is the 
supply of loanable funds, which is 
expected to increase over the next 
five years. Noteworthy is the 
change in emphasis in Federal Re- 
serve policy which, during the 
1950’s was focused on economic 
stability. Today, on the other hand, 
primary stress is on a faster rate of 
economic growth. This shift por- 
tends a different pattern of credit 
policy and it may be assumed that 
there will be no rush to tighten 
credit once business becomes more 
active. Also to be reckoned with is 
the impact of the current stable 
price trend on investors; continua- 
tion means a larger supply of sav- 
ings flowing into those investing 
institutions which place funds in 
debt instruments; investors will be 
less disposed to hedge against in- 
flation and will seek a greater de- 
gree of dollar safety. 


In the light of these economic 
trends, declares Professor Bogen, 
it is logical to expect that private 
demands for funds will expand rel- 
atively slowly until the later 1960's, 
when the rise in family formation 
will impart a new and powerful 
stimulus to mortgage and con- 
sumer borrowing. In the interim, 
he anticipates that the chief in- 
crease in the demand for funds will 
come from Federal, state and local 
governments, rather than from pri- 
vate sources. Looking at the other 
side of the coin, the supply of 
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funds from savings institutions and 
from bank credit expansion ap- 
pears adequate as compared with 
prospective demands, and will ex- 
ceed prospective demands in peri- 
ods of less active and receding 
business. 

A precedent for a stable or slow- 
ly declining trend of interest rates, 
asserts Professor Bogen, is found in 
the 1920-27 period. Although those 
years witnessed substantial eco- 
nomic growth, they also experienc- 
ed an ample supply of funds from 
savings and from bank credit ex- 
pansion. 

Of course, even with a protract- 
ed period of interest-rate stability 
there can be wide changes in the 
differentials between particular 
segments of the market. This situa- 
tion prevailed during 1961. During 
the second quarter of 1961, when 
corporate bond financing reached 
its peak, the spread in yields be- 
tween new corporate issues and 
seasoned discount issues widened 
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dramatically. This was not unex- 
pected, considering the fact that 
buyers are attracted to new issues 
by competitive pricing which per- 
mits profitable switching from sit.- 
ilar obligations selling at lower 
yields. 

Comparing corporate and Gov- 
ernment obligations, the disparity 
in yields also widened under the 
pressure of heavy corporate offer- 
ings during the spring. During this 
period, it may be noted, the Treas- 
ury was confining its financing to 
short-term issues. More recently, 
however, the spread has narrowed, 
the result of diminishing corporate 
financing and Treasury embarka- 
tion on another advance refunding 
program. 

Professor Bogen points out that 
tabulation of the uses and sources 
of funds provides a guide to chang- 
ing yield differentials and that such 
analysis permits improved results 
in portfolio management when the 
overall level of rates is stable. 


COURT ORDERS OPENING OF RECORDS OF SWISS BANK 
TRANSACTIONS 


Although most transactions with Swiss banks are a matter 
of utmost secrecy, a Canadian court has ruled, according to 
recent reports, that the records of certain transactions between 
the Canadian Bank of Commerce and the Union Bank of 
Switzerland for a four year period must be opened to the court. 
This decision was made in an action involving Canadian income 


taxes. 





BOOKS FOR BANKERS 





FINANCIAL PLANNING AND 
POLICY. By Ernest W. Walker 
and William H. Baughn. Harper 
& Brothers. New York. 1961. 
Pp. 506. $8.00. Corporate fi- 
nance officers have an effective 
working tool in this volume de- 
voted to the analysis of business 
financial problems and coping 
with them in every-day practice. 
Both long-run and short-run ob- 
jectives are projected and ap- 
praised. This book contains 
many helpful pointers. Among 
them is the computation of the 
effective rate of interest on a line 
of bank credit, where compensa- 
ting balances must be maintain- 
ed, and how borrowing may be 
done as cheaply as_ possible. 
Equipment financing, sale and 
leaseback and many other im- 
portant approaches to obtaining 
funds are presented with clarity 
and precision. 


COMMERCIAL CODE LITIGA- 
TION. By Louis F. Del Duca 
and Donald B. King. Dickinson 
School of Law, Carlisle, Pa. 
1960. Pp. 250. $5.50. Presented 
here is the first compilation of 
cases decided under the Uniform 
Commercial Code in various 
state and Federal courts of 
Pennsylvania, where a version 
of the Code has been in effect 
since 1954. Since the Code has 
not been in effect long enough 
in other states for cases involv- 
ing the Code to reach the re- 
porting stage, this compilation 
gives essentially all the existent 


Code cases through 1960. The 


87 cases presented should be 
valuable reference material to 
any person interested in the prac- 
tical application of the Code. 
The presentation is without edi- 
torial comment but the volume 
is well-indexed to enable a stu- 
dent of the Code to locate any 
case dealing with a “poco 
Code section or topic of interest. 
This book should serve a useful 
purpose to bankers and bank 
lawyers interested in the Uniform 
Commercial Code and is, there- 
fore, recommended as a useful 
tool to the Code-minded. It is 
hoped that the authors will keep 
the work current as more Code 
cases are reported in Pennsyl- 
vania and in other states. The 
volume is made up in looseleaf 
style to permit such addition. 


BANK LETTERS AND REPORTS 


has been published by the Am- 
erican Institute of Banking, edu- 
cational section of The American 
Bankers Association, and will be 
available for the fall semester. 
“Bank Letters and Reports” was 
written by W. George Crouch, 
chairman, Department of Eng- 
lish, University of Pittsburgh. 
The new volume replaces and 
expands the previous text, “Ef- 
fective Bank Letters,” a portion 
of which now appears in a com- 
panion volume, “Effective Eng- 
lish.” Both of these were also 
written by Dr. Crouch. In a 
preface to the new text, Leroy 
Lewis, national educational di- 
rector of the Institute, notes that 
“unless a banker can communi- 
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cate his knowledge freely in 
unmistakable terms, even the 
erudite student of banking can- 
not attain his full stature.” The 
subject of written communica- 
tions, Dr. Lewis asserts,“ is 
fraught with pitfalls for many 
students, but Dr. Crouch has pre- 
sented the mechanics of writing 
in such a brilliant and clear-cut 
manner that every banker should 
benefit from a study of “Bank 
Letters and Reports.’” The mem- 
bers of the critic committee who 
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new text were: Mrs. Claire Gian- 
nini Hoffman, director, Bank of 
America N.T. & S.A., San Fran- 
cisco; Dr. Donald W. Lee, as- 
sociate professor, University of 
Houston; and Dr. Donald A. 
Sears, professor, Department of 
English, Upsala College, East 
Orange, N.J. The new book 
is divided into four sections: 
“Building the Bank Letter’; 
“Types of Bank Letters”; “The 
Kinds of Writing within Banks”; 
and “Helpful Reference Mater- 


aided Dr. Crouch in building the ial.” 


REGULATIONS T AND U AMENDED 


For banks extending credit to security brokers and dealers, it 
is important to note that Regulations T and U to the Federal 
Reserve Act have been amended, effective August 7, 1961. The 
amendment to Regulation T is entitled “Credit by Brokers, 
Dealers, and Members of National Securities Exchanges” and 
to Regulation U, “Loans by Banks for the Purpose of Purchasing 
or Carrying Registered Stocks.” The purposes of the amend- 
ments, as set forth by the Federal Reserve Board, are: (1) to 
clarify the Board’s position as to the situations in which credit 
may be extended under certain sections of Regulations T and 
U, (2) to provide more explicit standards for the use of these 
sections in arbitrage transactions, and (3) to eliminate possible 
ambiguities and make clearer what situations are and are not 
covered by various sections relating to the transfer of general 
accounts between customers and to the transfer of loans be- 
tween borrowers. The text of the amendments are included in 
the Federal Reserve Bulletin, July 1961. 








